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Almost every corporation and government in the world issues 
bonds. The bond market dwarts the stock market, when measured in dol- 
lar volume. And all stocks are issued in the private sector; governments 
can only issue bonds or other similar securities to borrow money. 

In spite of this, the stock market enjoys much greater public visibil- 
ity. Each night, television reports how the major stock market averages 
did during the day, and the financial news repeatedly reports on the 
stock market. Only relatively recently have news reparts also covered the 
bond market, and then usually only the market performance of the 
longest United States treasury bond. 

Recent stock market volatility has caused many of its participants to 
look for other investment vehicles, either as alternatives to stocks or sim- 
ply for balance and diversification. Many are discovering the diverse 
world of bonds. However, because of the attention historically paid to 
stock investing, many investors do not understand enough about bonds 
and bond markets. 

‘This book explains, among other things: 


+ How a bond differs from a share of stock 


+ How various kinds of bonds are brought to market 


* What the Federal Reserve System (the Fed) does that affects bond 
prices 


* The relationship between bond prices and interest rates in general 
* The relationship between bond price and bond yield 


* What various people do within a securities brokerage firm when it 
brings an issue to market 


* How much interest you are entited to when you bury a bone 


ul 


Introduction 


How the Bond Market Works will give you an illuminating and in- 
triguing description of some of the world’s largest and most important 
markets, whether or not you are at present an investor. It will help you in 
making bond investments, and it will guide you to sources of informa- 
tion available to you in managing these investments better. You will find 
How the Bond Market Works and excellent introduction to this important 
investment vehicle. 


CHAPTER 1 


Riding the Yield Curve 


Many peaple have invested in United States Savings Bonds, Series 
EE, which are similar to the Series E Savings Bonds, known as War Bonds 
during the Second World War. 

Tf you buy a savings bond, you have lent money to the United States 
Government. For example, when you buy a bond at $25, you are extend- 
ing to the government the use of that money for at least six months, In re- 
turn, the government gives you a certificate that acts as an TOU. In the 
agteement on the back of the certificate, the Treasury promises to pay you 
back twice the amount of the loan, in this case $50. You must hold the loan 
for a few ycars to obtain this amount; the date is indeterminate because 
the interest rate paid varies during the life of the bond. However, you are 
guaranteed to gel this amount in seventeen years. In corporate and mu- 
nicipal loans, this agreement may be called a trust agreement, and may be 
contained ina separate document called an indenture. 

The Series FI Savings Bond has all the elements of a loan. Original 
malurily is seventven years from issuc date, and final maturity is thirty 
years from issue date, The principal emount of the loan is not $25 ax 
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you might think, but rather $50, the original maturity amount. However, 
you may redeem the bond after six months for your purchase price and 
accrued interest. 

This might be confusing, but here’s the expianation. With almost 
any loan, the borrower pays interest to the lender. But this interest may 
be paid in several ways. 


1. With a home mortgage, most mortgages have a monthly payment 
consisting of part interest and part principal. Usually the payments 
in the early years of the mortgage are mostly interest. In this case, 
the interest is paid monthly. Note that most monthly payments also 
include amounts for real estate taxes, and possibly for insurance 
premiums, but these are not part of the loan repayment schedule. 


2. Interest can also be paid in installmenis over the term of the loan, 
For example, the Linited States Goverment Series HH Savings 
Bonds make two interest payments each year until maturity, when 
the Treasury repays the entice principal amount to the owner 


Series HH bonds, incidentally, can be received only in exchange for 
Series EE bonds and United States Savings Notes; they cannot be bought 
for cash, They are available in denominations starting at just $500. The 
rate on newly issued HH bonds fluctuates with the market, but once a Se- 
ries HH bond is issued, the rate does not change for the first ten years. If 
the HH bond is extended, the rate may change. 

All marketable United States Treasury notes and bonds pay interest 
twice per year. 


3. interest can also be deducted from the principal up front, and this is 
how Series EE Savings Bonds work. The principal amount, or face 
amount, of the loan is actually $50. But instead of sending out semi- 
annua! checks, the Treasury simply deducts what it would pay in 
interest payments at the beginning of the term. So the band buyer 
pays only half the face amount and is paid the full face amount at 
maturity, This type of debt instrument is said to be discounted. 


WHAT IS A BOND? 
A bond is a long-term debt security. Berepreserts debt because the 
bond buyer actually lends the face ameant te the boud issuer. The certs 
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cate itself, if there is one, is evidence of a lender-creditor relationship. It is 
a security because, unlike a car loan or home improvement loan, the debt 
can be bought and sold in the open market. In fact, a bond is a Joan in- 
tended to be bought and sold. It is long term by definition; to be called a 
bond, it must generally have a term longer than five years. Debt securi- 
ties with maturities of under five years are generally called! bills, notes, or 
other terms. 

Since bonds are intended to be bought and sold, all the certificates of 
a bond issue contain the master loan agreement, if certificates exist. This 
agreement between issucr and investor, or borrower and lender, called the 
bond indenture, or deed of trust, contains all the information you'd nor- 
mally expect to see in any loan agreement, including the following: 


1, Amount of the loan. The face amount, par value, or principal is the 
amount of the laan—the amount that the bond issuer has agreed to 
repay at the bond’s maturity. A typical face amount is $5,000, al- 
though some bonds issued by the United States Government and 
other issucrs have much larger par values. 


2. Rate of interest. Bonds are issued with a specitied coupon rate, ar 
nominal rate, which is determined largely by market conditions at 
the time of the bond’s primary offering. Once determined, it is set 
contractually for the life of the bonds. However, some bonds have 
interest rates that fluctuate during the fife of the bond; these are 
called variable rate bonds, or variable rate demand obligations 


‘The dollar amount of the interest payment can be easily calculated 
by multiplying the rate of interest or coupon rate by the face value of the 
bond. For example, a bond with a face amount of $1,000 and a coupon of 
8% pays the bondholder $80 per year ($1,000 times .08). 


3. Schedule or form of interest payments. Interest is paid on most 
bonds in the United States at six-month intervals, usually on the 
first or the fifteenth of the month. In many European countries, in- 
terest is paid annually. Ln other places, interest may be paid at other 
intervals. In the United States, the $80.00 of annual interest on the 
bond in the previous example would be paid in two semiannual 
S4D.00 installments 


J. Tern. A bond’s matutily, or the length of time until the principal is 
repaid, varies preally, bulis ascally more than five years. Debt that 
matures in less Hana year is a meney markel instrament, sach asa 
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United States Treasury bill, commercial paper, certificate of deposit, 
or bankers acceptance. A short-term bond has a maturity of about 
five years. A medium-term bond has a maturity of about seven to 
fifteen years. A long-term bond may have a maturity as long as 
thirty years, and some corporate bonds issued in 1995 have maturi- 
ties as long as one hundred years, The maturity of any bond is pre- 
determined and stated on the bond certificate, if there is one, and in 
the bond indenture, if there is one. 


5. Call feature, if any. A call featuze, if specified in the indenture, al- 
lows the issuer to call in the bonds and repay them at a predeter- 
mined price before maturity. Bond issucrs use this feature to protect 
themselves from paying more interest than they have to for the 
money they are borrowing, Issuers call in bonds when general in- 
terest tates are lower than the coupon rate on the bond, thereby re- 
tiring expensive debt and refinancing it at a lower rate. A home- 
owner docs the same thing when refinancing a home mortgage if 
mortgage rates drop. The former issue is then said to be refunded, 
or to be called for refunding. 


For example, let’s say a 10% $1,000 bond is currently yielding a full 
two percentage points more than general interest rates (that is, the rates 
of interest being paid on other types of debt) and the issuer wants to take 
advantage of the call feature in the bond’s indenture. In this case, sup- 
pose the call price is 110, that is $1,100 for the $1,000 bond. The issuer 
calls the bond at $1,100 and at the same time sells a new issue at $5. The 
proceeds of the new issue are used to pay off the old issue. The issuer 
now enjoys a lower cost for its borrowing. 

Some bonds offer call protection; that is, they are guaranteed not to 
be called for five or ten years. Call features can affect bond values by 
serving as a ceiling for prices. Investors are generally unwilling to pay 
more for a bond than its call price, unless there is a great deal of time 
until the call date (the date when the issuer may call the bond), because 
they are aware that the bond could be called back from them ata lower 
price. Lf the bond issuer exercises the option to call bonds, the bond- 
holder is usually paid a premium over par for the inconvenience. fn the 
example in the previous paragraph, the call price was 110 and the call 
premium was 10, 

Sometimes, if the bonds are trading below their Lice amount Ue is 


suer might go into Fhe open market and buy back ils oven bonds. This 
transaction is called an open market patrchase 
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6. The Put Option, if any. Sometimes a bond will have an option for 
the owner of the bond te retum it to the issuer and demand back 
the face amount. This is called @ put option, because the bondholder 
can “put” the bond back to the issuer. Naturally, the bondholder 
will do this only if the the money can be reinvested elsewhere at a 
higher rate of return. Series EE Savings Bonds have a put option. 
The owner can redeem them after six months at cost plus accumu- 
lated interest. 


7. Refunding. 1f the issuer doesn’t have the cash on hand to repay the 
bondholders when the bonds mature, it may be able to issue new 
bonds and use the proceeds either lo redeem the older bonds or to 
exercise a call option. This process is called a refunding. 


8. Collateral. If the bond is secured by collateral, just as a home mort- 
gage is secured by the home, the indenture will specify the nature 
of the collateral. Sometimes the collateral is real property, stich as 
a building or land, or intangibles, such as stocks, bonds, or other 
securities. 


DIFFERENT TYPES OF YIELDS 


Although the indenture describes the terms of the loan implied in 
bond ownership, it says nothing about the value of the security. To know 
thal, you must understand the three basic types of yield. 


1, Coupon or Nominal yield. As we have seen, if a bond has a face 
value of $1,000 and pays interest at a rate of 8%, the coupon, or 
nominal yield is 8%. This comes to $80 per year ($1,000 times .08). 
Because the coupon percentage rate and principal don’t change for 
the term of the loan, the coupon yield doesn’t change either. But the 
second type of yield can change. 


nN 


Current yield. Suppose you could buy an 8% $1,000 bond for $800. 
Regardless of what you paid, you are still entitled to the $80 annual 
interest. Yet the $80 represents a higher pereeiiige yield than the 8% 
coupon rate. Since you paid only $800 (nol $1,000) and still receive 
$80 return each year, the actual yield is 10% ($80 divided by $800). 
Vhis is the bones current viel 
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Because this bond is selling at less than its face value, it is said to be 
selling at a discount. This discounted bond would be quoted at 80, which 
means $800 for our $1,000 bond, or, more generally, a price of 80% of par. 
To translate the quote into a dollar price per $1,000, simply multiply it by 
$10. So a quote of 80 1/2 means $805, that is 80.5 times $40. Similarly, a 
quote of 90 7/8 means a price of $908.75, or 90.875 times $10. As you can 
see, cach eighth (1/8) in a bond quote equals $1.23, whereas an eighth 
(1/8) in a stock quote equals 12.5 cents. So: 


Dollar Values of 1/8 tncrentents in Bond Quotes 


1/8 $1.25 
1/4 $2.50 
3/8 $3.75 
1/2 $5.00 
3/8 $6.25 
3/4 $7.50 
7/8 $8.75 


If the bond were selling for more than its face value, it would be 
selling at a premium. For example, suppose that the 8% bond were sell- 
ing for 110 ($1,100). In that case, the current yield would be 7.3% ($80 di- 
vided by $1,100) - lower than the coupon rate. In general, discounts mean 
an increased current yield and premiums mean a lessened current yield. 


3. Yield to Maturity (YTM}. Current yicid does not take into account 
the difference between the purchase price of the bond and the prin- 
cipal repayment at maturity. Someone who pays $800 for a $1,000 
bond will receive $1,000 at maturity, $200 more than the purchase 
price. That $200 is also considered income, or yield, and must be in- 
cluded in yield calculations. For instance, let's say that the 8% 
$1,000 has five years left to maturity when it is bought for $800. To 
include the $200 discount in the yield calculation, divide it by the 
number of years remaining to maturity. There is rule of thumb 
formula to calculate this yield, which is referred to as the Yield to 
Maturity or YUM. (Actually, the formula for yield to maturity is a 
bit more complicated than the one we're giving to you.) 


_ Coupon + Prorated 1 


-ld fo maturity = 
Yield to maturity = (hace Value 1 Purchase Price) /2 
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In this case, the only piece of information not immediately avail- 
able is the Prorated Discount. To get that, divide the discount by the 
aumber of years to maturity. In this case, $200 divided by five years 


equals $40 per year. Let's plug the numbers into the formula and work 
itout: 


? ____Coupon + Prorated Discount 
Vidi = Coupon + Prorated Discount_ 
jeld to matutity = (eae Value + Purchase Price)/2 


_ _ $80 + $40 
($1,000 + $800) /2 
oe gC 
s9co 
= 13.3% 


Thus this discounted bond has a: 


* Coupon vield of 8% ($80 divided by $1,000) 
* Current yield of 10% ($80 divided by $800) 
* Yield to maturity of 13.3% ($120 divided by $900) 


The same yield to maturity formula can be applied to bonds trading 
ata premium, with two slight changes. 


Vom = Coupon — Prorated Premium 
(Face Vahuc + Purchase Price)/2 


Suppose the same 8% $1,000 bond were selling for $1,100 with five 
years to maturity. 


Coupon ~ Prorated Premium 
(Face Value + Purchase Price}/2 


_ $80 — (5100/5 years) 
* “(G1,000 + $1,100)/2 


_ $80 $20 
~ $ L080 
BP 


YTM = 
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This bond selling at a premium has a: 


* Coupon yield of 8% ($80 divided by $1,000) 
* Current yield of 7.3% (80 divided by $1,100) 
* Yield to maturity of 5.7% (860 divided by $1,050) 


Yield to maturity is what bond traders are referring to when they 
use the word “yield.” It is the only one of the three yields shown above 
that assesses the effect of principal price, coupon rate, and time to matu- 
rity on a bond’s actual yield. 


WHAT DETERMINES BOND PRICES? 


While yield to maturity enabies traders and investors to compare 
debt securities with different coupon rates and terms to maturity, it does 
not determine price. 

Bond prices depend on a number of factors, such as the ability of 
the issuer to make interest and principal payments, and how the bond is 
collateralized. Later chapters cover issuer-related influences on prices. 

An across-the-board factor that affects bond prices is the level of 
prevailing interest rates. In previous examples, an 8% bond yielded dif- 
ferent rates depending oa whether the bond sold at 2 premium or dis- 
count. What was not explained was airy the bond should sell for more or 
less than its face value. The reason has to do with interest rates. 

Assume the 8% bond was issued five years ago, when prevailing in- 
terest rates (on other investment vehicles) were about 8%. Further, as- 
sume current prevailing interest rates about 9%. Why should investors 
buy a five-year-old bond yielding 8% when they can buy a newly issued 
9% bond? The only way the holder of an 8% bond can find a buyer is to 
seli the bond at a discount, so that its yield to maturity is the same as the 
coupon rate on new issues. 

For example, say interest rates increase from 8% to 10%. With 15 
years lo maturity, an 8% bond must be priced so that, when the discount 
is amortized over fifteen years, it has a yield to maturity of 10%, That dis- 
count is a little under $200: 


“oupon Rate + Prorated D' 
YTM = (race Value + Purchase Price)/2 
0 + (9200/15 years) 
($1,000 1 spROO] £2, 
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"$900 
= 10.4% 


___ The 8% bond with fifteen years to maturity mast sell at a little over 
$800 to compete with 10% issues. 
The possibility that interest rates will cause outstanding bond issues 
to lose value is called interest rate risk. 
, But there is an upside to this risk. If interest rates decline during the 
five years that the 8% bond is outstanding, the holder could sell it for 


enough of a premium to make its yield to maturity equal to the lower 
yields of recent issues. 


For instance, should interest rates decline to 7%, the price of the 8% 
bond with fifteen years to maturity will increase by about $100: 


YIM = Coupon ~ Frorated Premium 
(Face Value + Purchase Price)/2 
__ $80 - (100/15) 
(1,000 + $1,100) /2 
_ 873.33 
~ $1,050 
= 7.0% 


All other influences aside, the general principle is that bond prices 
lend to increase when interest rates fall, and to decline when interest 
rates rise. 

As a corollary, the prices on longer-term bonds fluctuate more 
than these of shorter-term bonds in response to the same interest rate 
vhange. For example, we know that the 8% bond with 15 years to ma- 


fants has to adjust nearly $200 in price to accommodate a rise in rates 
10 10%, 


Under the same circumstances, an 8% bond with five years to matu- 
vily requires less of a discount—S80 to be exact. : 


sryp $80 +(680/5) 
YIM= (i000 + §920)72 


$96 
$960 


Tih 


pes eke) AOU 
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Thus, the shorter the term to maturity, the less volatile the price ad- 
e same change in interest rates. ; 

Pek . a great deal oie te bond plane SS we'll see in later chap- 
ters. But the intimate relationship with interest rates is the key fo under- 
standing what drives bond prices. When the United States Soren a 
siate orsnumicipal government, a corporation, or any other issuer decides 
on an offering of bonds, it must weigh, among other things, the effect 0 
De Sevnen acs start trading in the secondary market, after they - 
initially brought to market, they are subject to ongoing interest rate risk. 
That is, bond prices react to the same factors acting on interest rates. 
These factors are generally recognized to be the following: 


4, The Business Cycle. During an upswing, American businesses _ 
bortowing money to buy equipment or raw materials, to bui 
plants, or to develop new services. Would-be borrowers (the Ge- 
mand side) compete for diminished funds (the supply side), diving 
up the cost of money (interest rates). Banks start raising their Ten - 
ing rates, To attract money into the bond market, yields must rise. 
‘As a result, the generally accepted principle is that, as economic ac- 
tivity picks up, interest rates tend to rise. 


Inflation. When the costs of goods rise, lenders must increase their 
sates of interest to offset their loss of purchasing power. Borrowers 
pay the higher rates because they expect to use the money prof- 
itably and pay back the loan with future dollars of reduced pa 
chasing value. Consequently, interest rates are thought to include 
borrowers’ expectations with respect to inflation. Whether or net 
that assumption is valid, most economists agree that interest rates 
(the cost of money) rise with the inflation rate. 


1a 


Flow of Funds. At most brokerage firms, economists analyze how 
capital is flowing through the economy and try to project the future 
amount of borrowing, When they do this, they attempt to gauge the 
supply side (amount of credit available) and the demand side (fu- 
ture borrowing) of interest rates. If their analyses are correct, they 
may be able to project future interest rates. 


w 


When it comes to interest rates, Lhe Federal Reserve System plays a 
mugjor role as il sets and executes the fiscal policy of Ihe Untied States 
Government (See Chapter 3 on the Federal Reserve System) 
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Fluctuating interest rates also affect a bond’s total return, which is 
the return based on the reinvestment of interest payment over the term to 
maturity. 

Up to the 1960s, many bond owners, such as university or founda- 
tion endowments, simply took their coupon interest payments and spent 
them. At that time, most bond certificates were printed with coupons at- 
tached, a small piece of the certificate representing an interest payment. 
To reccive your interest payment from this type of bond, called a bearer 
bond, you cut off the coupon and presented it to the issuer, usually 
through a financial intermediary such as your bank or brokerage firm, 
This practice, known as coupon clipping, became associated with affluent 
investors under the perception that wealthy people could afford to buy 
enough bonds to live off the coupon income. 

Coupon clipping also reflects a form of simple interest. If a person 
buys a bond and does not reinvest the coupon payment dollars, then the 
Par amount remains constant, whether the price paid for the bond was at 
face value, at a premium, or at a discount. The preceding examples of 
coupon rate and current yield were examples of simple interest because 
they assumed that the interest was not reinvested 

Once interest dollars are reinvested, however, the bondholder starts 
receiving interesl-on-interest. For example, suppose a pension fund port- 
folio manager has in the fund’s holdings 25 $1,000 8% bonds. Every year 
these bonds carn $2,000 in interest (08 times $1,000 face value times 25 
bonds). With that $2,000, the manager buys two more of the same kind of 
bond, In so doing, the manager has converted the $2,000 interest pay- 
ment into $2,000 of additional principal, on which interest will be paid. 
The portfolio now contains $27,000 face amount of these bonds, and the 
following year’s interest will be $2,160 ($27,000 times 08). If the $2,160 is 
used to buy additional bonds, then the next year’s principal becomes 
529,160. This example, of course, ignores commissions, other costs and 
tax obligations, and assumes the manager buys the bonds at par, 

Interest on interest is a form of compounding. Compound interest 
can dramatically increase the total return to the bondholder, sometimes to 
over half of a bond’s total compounded return. For example, suppose our 
8% $1,000 bond were bought for $1,000 (face value) al issuance and held for 
twenty years until maturity, If the bondholder were to clip coupons for 
twenty years, the total dollar return would be 51,600 ($30 limes 20 years). 
This is an example of simple interest. On the other hand, if for that same 
term the bondholuder reinvests semiannually ail the semiannual interest 
payments fara TebIrn also of 8", the return is much greater. Withoul going 
inte the somewhat complicated math, the wdditioud! dollar ceturn over 20 
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years would be $2,201, for a total compounded return of $3,801 ($1,600 
simple interest plus $2,201 interest on interest). 

This is not to say that interest has to be reinvested in the same bond. 
if other investment opportunities present themselves as interest pay- 
ments are received, all the better. For instance, if the $1,600 in coupon 
payments were consistently reinvested semiannually in an instrument 
that returned 10%, the total compounded return would be $4,832, $3,232 
of that being interest on interest. 

Understandably, the value of interest on interest diminishes with 
the time left to maturity, In the preceding example, the interest on inter- 
est for an 8% bond held for twenty years was 58% of the total return, or 
$2,201 of $3,801. If the bond were held for ten years under the same con- 
ditions, the interest on interest would be only 33% of the total com- 
pounded retum: $800 simple interest plus $394 interest on interest, fora 
total of $1,194. For five years, the total compounded return is only $482: 
$400 simple interest and $82 compound interest. For one year, the inter- 
est on interest is only $1.60, or 2% of the total compounded return. 

‘As you can see, the total compound retum, or total rate of return, is 
not the same as yield to maturity. YTM is simply a number that can be 
calculated from the bond’s price, coupon rate, and time left to maturity. It 
expresses only the present value of the bond's cash flow, at an assumed 
interest rate. Total return is calculated from principal, coupon rate, and 
interest on interest. It assumes that the coupon dollars will be put to 
work earning additional dollars. While the dollar yields for the two types 
of calculations may differ, and usually do, the percentage rates of return 
may be the same under one or more of the following conditions. 

First, suppose the bond is a zero coupon bond, so that the interest is 
deducted from the face amount up front, as in the case of Series EE Sav- 
ings Bonds. Since no coupon dollars are received, there is no opportunity 
te reinvest them. In such cases, the yield to maturity rate on a zero 
coupon bond would be the same as the rate of total return because the in- 
terest has, in effect, already been reinvested at the YTM rate. 

Second, if only cme payment period is included in the calculation, 
then there is no opportunity far reinvestment. This would be the case if 
you were fo make a YIM calculation on a bond with only six months to 
maturity (that is, one interest payment period). 

Third, if all coupons are reinvested at the YTM rate, then it would, of 
course, equal the rate of total retum. Again, the dollar yield for total return 
would be higher than that for YYM, but the rates would be the same. 

The rate of total return is regarded by some people as a better gauge 
af markel value than yield Lo maturity for two reasons, 
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First, the total rate of return is more realistic in that it takes into 
account future changes in reinvestment rates. For instance, if future 
coupons are reinvested at less than the YIM rate, the rate of return will 
decrease. If future reinvestment rates are higher than YTM, then the rate 
of total return rises. Yield to maturity doesn’t account for any of this, 

Second, it enables investors and traders, given a reasonable as- 
sumption about future reinvestment rate, to forecast total return more ac- 
curately. For example, suppose a portfolio manager expects bond rates to 
decline over the next year, and decides to invest some of the portfolio’s 
funds at an 8% yield to maturity. Given reinvestment rate assumptions 
the manager knows that the actual total return will be less than 8%, and 
expectations can be adjusted accordingly. 7 


THE YIELD CURVE 


; Given an assumption about reinvestment rates, how do profes- 
sional traders and portfolio managers make their buy and sell decisions? 
What general principles do they use with respect to yields, prices, and 
tisk? In a quick answer, their thinking and actions are based on ‘th sf 
analysis of what is known as the yield curve, a 

__ Te explain the yield curve and its assumptions, iet’s assume that the 
reinvestment rate will stay fixed at 8% until maturity. Given that as- 


sumption, the yield to maturity icted si i 
panes yield to maturity can be depicted simply in a graph as 


Yield 
Maturity 


T T 
oO 5 1d 15 
TIME 
(years to Maturity) 


The horizontal fine extending from the lic mack for 8% represents 
the anticipated yield curve for this bond, (It’s called a curve even though 
it’s straight) If the coupons are reinvested consistently at 8% for 20 ore 
then at maturity the activa! yield curve will look just like that line. Alver 
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the actual total rate of return will be the same as the yield to maturity, be- 
cause all reinvested interest will earn interest at 8%, But what if the 
coupons were reinvested at different rates of retum? When that happens, 
the line for total rale of return diverges from that for yield to maturity. 
the coupon reinvestment rate is higher than the YTM rate, the total rate 
of return will be higher. If the coupon reinvestment rate is lower than the 
YTM rate, the tutal rate of return will be lower. The varying rates of re- 
turn can be depicted as follows: 


\igher 
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In this figure, the line above the one for the anticipated YTM as- 
sumes that the bondholder could put coupon dollars to work in such a 
way ag to earn a rate greater than 8%, Perhaps other bonds or preferred 
stock were bought at higher YIMs, Investing in another investment does 
not lessen the compounding effect. 

The lower line demonstrates the total rate of return if the bond- 
holder was unable to reinvest at the YIM rate. Maybe some of the 
coupons had to be applied toward a down payment on a car, in which 
case the yield on those dollars drops to zero. Perhaps some coupon dol 
lars were put into a 5% or 6% certificate of deposit, in anticipation of pa 
ing a tuition bill, In such cases, the total rate of retumn diverges down- 
ward from the YTM rate. 

The yield curve is therefore a depiction of bond market rates over 
time. The curve is supposed to represent the net result of all the buying 
and selling in the market, and therefore reflect the nel effect of supply- 
and-demand pressures. ‘The curve demonstrates graphically what market 
participants are willing to pay for short-term, intermediate-term, and 
long-term debt iystrements 
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A normal yield curve looks like this: 


YIELD 


MATURITIES 
Short Intermediate Lon 
Term Term Term 


This gtaph is also known as the indifference curve, since it shows 
that the market is collectively indifferent to accepting one yield ata given 
mee along cam different yield at another maturity. This cocxis- 
ence of various yields for different times to maturity is c n 

atantty ts called tis ee 
structure of interest rates. ‘ cea. 


As an example, let’s take the preceding arve and a) 
,, ling yield 
; 8 Pp 3 yield cur assign some 
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One-year securities are yielding 7% in this chart, and two-year secu- 
rities are yielding 8%. The market is indifferent to 7% one-year and 8% 
two-year instruments in the same market. 4 . , 

That seems strange, but there is a theory that attempts to explain 
this aiiiude an the part of investors. The expectations hypothesis views 
ihe yield curve as a function of investors’ expectations of future interest 
tates, In our example, the holders of a one-year 7% security are conical 
because they expect rates to increasy, thereby enabling them to reimvest 
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at maturity in another one-year security yielding 9%. Their two-year 
yield would therefore be: 


44 (one-year) + 9% (one-year) = 8% {two-years) 


The yield curve has within itself the expectation that the one-year 
rate in one-year will be 9%. That is why it is called the expectations hy- 
pothesis. 

Yields on shorter-term securities are generally more volatile than 
those on longer-term securities, Given terms of maturity of only several 
years, changes in price due to a given change in yield are not drastic, and 
therefore relatively small price changes mean dramatic changes in yield. 

An upward sloping yield curve reflects higher future rates. The un- 
derlying reasoning is that investors sell longer-term securities and buy 
shorter-term ones. This is another way of saying that they have a greater 
Jiquidity preference. The liquidity preference theory holds that investors 
attach greater value to shorter-term securities because they are closer 
to cash. 

The horizontal yield curve has buying pressure (demand) on the 
short-term portion and selling pressure (supply) on the long-term portion. 


Buying 


YIELD 


t 


Selling 


MATURITIES 


The curve rotates under the pressures of supply and demand, until mar- 
ket equilibrium is restored. This straight line yield curve therefore repre~ 
sents the effects of investors’ expectations of future yields and their col- 
lective preference for more liquid, short-term investments. 

But it dees not show the effect of investors’ assessment of risk. The 
working principle with respect lo risk is that prices become more volatile 
as the term to maturity increases. ‘Thus, to reflect Uris risk, and assuring, 
interest rales are expected Lo rise, the prices of fonger-terma securities (end 
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to be lower than those of shorter-term securiti 


with lower prices and higher YTMs ee 
___In addition, changes in price have a lessened e 5 
yield, For example, a $100 change in the price afa one-year bord affect 
he yield by the full amount. Por a two-year bond, the annual vield is oF 
ieee by $50. As the term. to maturity increases, a price change is amor- 
ira over more years, and its annual effect is diluted. Therefore, prices 
must change dramatically on long-term securities to have any significant 
effect on yield. As a result (the mathematical reasons being set asid ), th 
actual normal yield curve is indeed a curve: ah gee 


YIELD 


MATURITIES 


This is not to say, however, that all yield curves are upward slop- 
ing. The assumption in all our examples has been that rates are pected 
lo be higher for longer-term securities. When future rates are expected t 
clecrease, the yield curve descends and becomes flatter or even inverted . 


YIELD 


MATORUTIES. 
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Insucha case, reinvestment rates and total return will decrease : 
Yield curve analysis extends far beyond these rudiment ne 
cepts. Professional traders and portfolio managers my Bien 
complex detail the relationships among price, yield, Tiguis ity. 2 ee 
‘They must be able to “ride the yield curve;” that is, buy and sel s 
ip i a4 1 return. 
ties so as to obtain the greatest tota Fah 
bare riding the yield curve, professional traders must be sensitive to 
many forces at work. Not only must they have sound worl assump. 
i z interest rates, but they must be aware of 
tions about the future levels of in the be aware 
ilable sr nonbond debt securities. Chapte } 
the returns available on other non ‘ siete 
tixed-inc struments, and Chapter 3 p! 
overs the huge array of fixed-income imstr dil ae 
bis the role of the Federal Reserve System in regulating interest rates, 
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The Fixed-Income Marketplace 


The fixed-income market is so huge and so dynamic that its actual 
scope is difficult to estimate. Fach year United States corporations bring 
hillions of dollars worth of corporate debt to market. In 1994, they 
hroaght 497 billion dollars of debt to market. This compares with only 85 
billion dollars of common stock offering sold in the same year. This fig- 
ure does not take into account short-term corporate debt, such as com- 
mercial paper, or bank issues, such as bankers’ acceptances. 

State and local governments have issued over one trillion dollars of 
nuumicipal deot, with about 150 billion dollars coming to market cach 
sear, 1 1994, they issued 154 billion dotiars of long-term debt, of which 
10» billion dollars was for new money 

"he United Slates ‘Treasury has created over 4 trillion dollars of di- 


tect Linited States Government debt, and federal agencies have created 
much more, 


The Eurobond and International market issues many billions of dol- 
hans ab new debt cach year, and issued 3-6 billion dollars in 1992, 
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CAPITAL MARKETS AND MONEY MARKETS 


This global arena, in which bonds play a major role, is divided into 
two major markets: the capita! market, and the money market. 


The Capital Market 
In the capital market, long-term debt securities (mostly bonds) are 


traded, along with stocks (both common and preferred). These are the ve- 
hicles by which capital is raised. The bonds traded in this market may be 


issued by: 


* The United States Treasury, through the Federal Reserve System 
acting as agent for the Treasury. 


+ Federal agencies, such as the Federal Home Loan Bank, the Federal 
National Mortgage Association, and other agencies 


¢ State and local governments, and their agencies and authorities. 
These are called municipal bonds. 


* Corporations, both domestic and foreign 
« Foreign governments 


Chapters 4 through 9 cover the capital markets in detail. The rest of 
this chapter focuses on the money market. 


The Money Market 


The money market consists of short-term, fixed-income vehicles, gen- 
erally with less than one year to maturity. This market includes bonds 
whose maturity isnow in less than one year, as well as such investments as: 


* United States Treasury bills 
* United States Government Agency notes 
* Municipal notes 

+ Bank certificates of deposit (CDs) 


+ Commercial paper 
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« Federal funds 
* Repurchase ‘agreements (“repos”) 
* Call joans 


* Bankers’ acceptances (BAS) 


Money Market Pa 


The money market has no specific location. Instead, it is a collection 
of markets comprised of: 


ticipants 


* Banks in the large money centers, which include New York, Lon- 
don, Tokyo, and some other large cities 


* About 38 dealers in United States Treasury securities, known as pri- 
mary dealers 


* About 12 commercial paper dealers 


* A few dealers in bankers’ acceptances 


* A number of money brokers specializing in finding short-term 
funds érom money market lenders and placing the funds with money 
market borrowers 


The most important money market brokers are based in New York 
and deal in federal funds which represent surplus reserves — money that 
banks do not need to mect the Fed’s reserve requirements. These funds 
are available for short-term loans, usually overnight. 

Money market participants are any political or corporate entities 
hat need to ensure having enough cash on hand to meet their expenses 
and to operate normally, independent of their cash flow. Participants 
who at any time need cash may borrow from those who have more than 
chough cash for their current needs. Thus the money market provides a 
pool of cash that, through its trading mechanisms, flows to those partici 
pants in need of it. The markel is particularly valuable in that the instru- 
nents are perceived to have very little risk of default. 

At one time, money market investments were available only to the 
litgest financial and commercial institulions. The high interest rates of the 
ly 1980s, however, were too good te ignore, Now, through money mar- 
het mutual funds, individual investors may cajoy the benefits of the money 
torket: short term maturities, high liquidity, and colatively low risk. In ad- 
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dition, the United States Treasury has made it easy for individual investors 
to buy all Treasury securities at periodic auction; individual moncy market 
investors may easily buy as many Treasury bills as most individual in- 
vestors can want, through the Kederal Reserve System, at no cost. 


MONEY MARKET PRODUCTS 


The diverse products traded in this market share one characteristic: 
they al] mature in less than one year. Let's look at the various short-term 
instruments traded in this market. 


United States Treasury Bills 


Probably the best known moncy market instruments are Treasury 
bills, or T-bills, short-term discount obfigations of the Linited States ‘1 rea- 
sury. They do not pay explicit interest, but sell at a discount. The accrual of 
discount when the bills mature or are sold at a profit is interest income. 
They are popular investments for institutions because of their short matu- 
rities and ready salability, Their market is so large end efficient, and T-bills 
are so liquid, that they are frequently said to be cash-equivalents. 

We'll talk more aboul T-bills in Chapter 4. 


Municipal Notes 


These municipal securities usually have maturities of less than one 
year, although very occasionally they may have two- or even three-year 
maturities. State and local governments, and their agencies and authori- 
ties, use such short-term borrowing to bridge gaps in financing, to use for 
expenses before tax revenues come in, and to use in anticipation of rev- 
enues fram enterprises run by the issuer. Although notes are sometimes 
issued at a discount from face value, like T-bills, most are issued at about 
par and bear interest 

The types of notes frequently issued are: 


¢ Tax anticipation notes (TANs): notes issued in anticipation of re- 
ceiving tax receipts 

* Revenue anticipation netes (RANs}: netes issued in anticipation of 
roveiving revenues, either from an enterprise run by the govern- 
iNeNL apeney, oF autANrity, oF In anticipation of fedeeal or slate vic 


The Fixed-Tncome Marketplace 23 


¢ Tax and revenue anticipation notes (TRANs): notes issued in antici- 
pation of receipt of either taxes or revenues or bath. 


* Bond anticipation notes (BANs): notes issued in. anticipation of fu- 
ture issuance of bonds. 


* Project notes: notes issued by the United States Housing and Urban 
Development Department. These notes are issued to fund local 
housing and urban renewal projects, and are backed both by the 
revenues of the projects and by the full faith and credit of the 
United Stales Government. Because of these guarantees, these notes 
are considered a very safe investment. 


Certificates of Deposit (CDs) 


These certificates are issued by commercial banks and thrift institu- 
tions. They represent funds deposited for specified periods to eam fixed 
rates of interest. Many banks use the description CD for savings certifi- 
cates issued in relatively modest amounts, but the depositor usuaily can 
transfer these only with great difficulty, if at all. 

Money market CDs are negotiable instruments, issued in minimum 
denominations of $100,000 or more. When money market CDs trade, the 
usual round lot trading minimum is $1,000,000 or more. They are quoted 
on an accrucd-interest basis. 

‘he minimum maturity of a CD is seven days, but most are for 
longer periods, There is no limit on their maturity time, and most mature 
in one year or less, but a few mature in more than one year. Some banks 
now offer variable rate CDs with up to five years maturity. 


Commercial Paper 


This short-term, unsecured promissory note is issued primarily by 
corporations necding to finance large amounts of receivables. Autumo- 
bile finance companies, such as General Motors Acceptance Corporation, 
are among the largest issuers. Paper is sold on a discount basis with ma- 
lurilies ranging from three to 270 days, but mest common are 30 to 50 
tlays. Within this range, the buyer has a wide choice of maturities, and 
can - choose an investatent to fit any need. 

Virtually all commercial paper is rated by one of the major rating 
agencies, Moody's Investors Service or Standard & Poor's Corporation, 
This torm of debris penerally cousicercd a sate iavestment, although not 
crowed T bills or bankers’ acceptances, whieh tend to have lower rates 
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of return, One of the very rare defaults of commercial paper was that by 
the Penn Central Corporation in 1970. 


Federal Funds (Fed Funds) 


Banks which are members of the Federal Reserve System hold their 
required reserves as deposits with their district Federal Reserve Bank. 
Since the Fed itself does not pay interest on these deposited reserve 
funds, banks which have more reserves than they need on deposit with 
the Fed can lend all or part of their excess to a bank which needs funds to 
reach its reserve requirement. These are called Federal Funds, and be- 
cause of the supply/demand dynamics, a market hes developed in this 
area. 

‘The sale of federal funds is called a straight transaction, and js usu- 
ally made on a one-day unsecured basis, although some longer-term 
transactions are made. The selling bank instructs the Federal Reserve 
System to charge its account and credit the account of the buying, or bor- 
rowing, bank, On the following day, the transaction is reversed, The ex- 
change is made clectronically through the Federal Reserve System’s com- 
munications network, called the Fed Wire. No actual physica! delivery is 
made. 


Repurchase Agreemenis (Repos) 


In addition to unsecured loans, money market participants can en- 
gage in repurchase agreements. In such agreements, the owner of the se- 
curities sells them with a simultaneous agreement to buy them back at 
some agreed-upon future time and price. The price is sct so that, when 
combined with accrued interest, if any, the buyer receives an adequate 
return on his investment. In money market transactions, these usually are 
for only a few days, but some repos can go for much longer periods of 
time. 

A repo is therefore a way of financing securities that are owned, or 
of converting them temporarily into cash. In economic terms, the buyer 
of the repo is lending money to the seller, on a short-term basis, fre- 
quently overnight. The original seller, when he repurchases the securi- 
ties, has in effect repaid the loan. 

Although economically 2 repo is a loan, legally itis a sale. Therefore 
the credit of the other party is a concern, since, if the other parly defaults, 


the original pucchaser might wind Up owning the securities, The buyer 
should alse make sure thal the securities are nok worth tess than what 
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was paid for them; in the past, buyers of repos have lost money when the 
seller defaulted, and the securities were not worth as much as the pur- 
chase price the buyer paid for them 

The repo rate is linked to the Federal Funds rate because banks can 
barrow in both markets, but the Federal Funds rate is usually higher be- 
cause repos are secured. ° 

A reverse repo is a repo from the point of view of the buyer; it is the 
purchase and sale of the securities. Its purpose is to lend money to the 
seller, or to borrow the sccurities for awhile. This borrowing might be to 
cover a short sale, or some other purpose. 


Call Loans 


These are short-term loans that banks make to securities dealers 
and brokers. They are considered safe because the brokerage firms put 
up securities as collateral. The brokerage firms pledge cither securities 
owned by the firm, such as trading inventories, or securities owned by 
their customers. The customers, of course, have previously agreed to this 
use for their securities, Most such customer securities so pledged aze held 
in customer margin accounts, where the customers themselves have fre- 
quently borrowed money with the securities as collateral. 

The name for these loans derives from the fact that either the lender 
or the borrower can terminate them by giving one day’s notice. 


Bankers’ Acceptances (BAs) 


This credit instrument is used to finance self-liquidating transa 
tions in both domestic and international markets. 

Tere is an example of the creation of a banker’s acceptance. An 
American importer buys raw material from an overseas exporter. The ex- 
porter shipping the goods without a BA would be paid only when the 
shipment arrives. Instead, the importer arranges for an American com- 
mercial bank to issue, in the name of the exporter, an irrevocable letter of 
credit, which specifies the details of the shipment. The exporter can then 
draw a draft on the American bank and take it to an overseas bank for 
inrmediate payment. Once the exporter is paid, the bank forwards the 
deaitto the United Stales for presentation to the bank that issued the let- 
ter ol credit. The bank stamps the draft “Accepted” and thereby incurs 
the liability to pay the drat when if matures. Thas a banker's aceeplance 
recreated 
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The shipping documents are released to the United States importer 
against a trust receipt, which allows the importer to obtain and sell the 
imported goods. The importer is then obligated to deposil the proceeds 
of the sale at the accepting bank in time to honor the acceptance at matu- 
rity, usually 90 to 180 days. 

Generally, the accepting bank discounts the new acceptance for the 
foreign bank and credits the proceeds to the account of the foreign bank. 
The cost of acceptance financing is the discount charged plus the com- 
mission paid to the accepting bank. This cost can be paid by either of the 
commercial parties involved in the transaction. 

The accepting bank may either sell the acceptance to a dealer in 
bankers’ acceptances or hold it in its own portfolic. Because a banker's 
acceptance is an irrevocable primary obligation of the accepting bank, it 
is considered an extremely safe form of investment. The bank is pro- 
tected not only by the customer’s agreement to pay, but also by the 
pledge of all the documents evidencing ownership. In fact, in the more 
than 70 years that bankers’ acceptances have been used in the United 
States, there has been no known case of principal loss to investors. 

The bond market is only a part of a vast, global trading arena, in 
which many types of financial instruments are traded. Central to 
fixed-income trading in the United States—and to one degree or another 
throughout the world—is the Federal Reserve System. This major player, 
nicknamed the “Fed,” is the subject of the next chapter. 


CHAPTER 3 


The Federal Reserve System 
and How It Affects You 


The Federal Reserve System (the “Fed”}, as the country’s central 
hank, plays a vital role in the management of the national money supply. 
Il has an important function in determining the level of interest rates, 
bond prices, and business activity. [his chapter examines the role of the 
Led in the economy, and some of the Fed's activities that you can follow 
as You manage your investments 


‘THTE RICH MAN'S PANIC OF 1907 
AND ITS RESULT 


In 1900, hanks in the United States were hardly systematized and 
largely Grregulated, [1 the case of a ru on one or more banks, there was 
no-eenteal bank to provide reserve capital and to help absorb the shock. 
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Depositors frequently lost their savings, even though with enough time, 
and with loans te help, the bank might have survived, and the depositors 
would not have had a loss. Then, in 1907, there was a “Rich Man’s Panic,” 
acrash in the securities market that affected only the wealthy. It was severe 
enough to cause Congress to act. In 1913, Congress founded the Federal 
Reserve System (the Fed) for the purpose of guaranteeing the soundness of 
American banks by holding a reserve of bank capital against all deposits in 
national banks, and to provide for an improved, safer, and more flexible 
monetary system. Since its inception, however, the Fed’s power, position, 
and influence have expanded into the central place it occupies today. 

The Federal Reserve System (the Fed) affects almost every part of 
bond investment, and not always in ways that are immediately obvious. 
Tf you do any bond investment at all, you should have some understand- 
ing of the Fed, what it does, how it does it, and how its actions interact 
with your bond investments and their management. 


WHAT IS THE FEDERAL RESERVE SYSTEM? 


The Fed is the central bank of the United States of America. Al- 
though considered an independent central bank, the Fed is subject to 
Congressional oversight, because the Constitution, in Article 1, Section 8, 
gives Congress the power to regulate money and control the value of the 
money, The Fed must work within overall governmental economic and 
financial policy objectives, but its decisions don’t need to be ratified by 
the President or anybody else. 

The Fed is composed of a Board of Governors, located in Washing- 
ton, D. C., and twelve regional Federal Reserve Banks located in major 
cities around the country. Figure 3.1 shows the cities, as well as the loca- 
tion of Fed branches. These components share the responsibility for regu- 
lating and supervising certain financial institutions, mostly banks; for 
providing banking services to depository institutions and the federal 
government; and for making sure that consumers receive information 
and fair treatment from the nation’s banking system. 


WHAT DOES THE FED DO? 


The Fed performs the following four major functions: 
1. [maintains the financial system’s stability. 


2. Theonditcts monetary policy 


Figure 3.1: The Federal System Cities and Branches 
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Figure 3.1 (continued) 


Number Letter Bank Branch 
1 A Boston 
2 B New York Buffalo, NY 
3 € Philadelphia 
4 D Cleveland Cincinnati, OH 
Pittsburgh, PA 
5 E Richmond Baltimore, MD 
Charlotte, NC 
6 F Atlanta Birmingham, AL. 
Jacksonville, Fi, 
Miami, FL 
Nashville, TN 
New Orleans, LA 
7 Chicago Detroit, MI 
8 St. Louis Little Rock, AR 
Louisville, KY 
Memphis, TN 
9 1 Minneapolis Helena, MT 
| io J Kansas City Denver, CO = 
Oklahoma City, OK 
Omaha, NE 
"1 K Dallas El Paso, TX 
Houston, TX 
San Antonio, TX 
| 12 L San Francisco Los Angeles, CA 
Portland, OR 
Salt Lake City, UT 
Seattle, WA 


The Federal Reserve Bank of New York maintains an operations center in 
Last Rutherford, New Jersey. Additional offices, which serve as regional check- 
Processing centers, are located in Lewiston, Maine; Windsor Lacks, Connecti- 
cut; Jericho, New York; Utica, New York; Columbus, Ohio; Columbia, South 
Carolina; Charleston, West Virginia, Des Moines, lowa; Indianapolis, Indiana; 


and Mibeankee, Wisconsin 
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3. It supervises and regulates banking institutions. 


4, It provides financial services to the United States Government, the 
public, financial institutions, and foreign official institutions 


All of these affect you in some way, some more directly than others. 
Maintenance of the system’s stability is a prerequisite for any systematic 
investment and investment policy. Financial services affect you Girectly 
in your investment activities by allowing you to buy Treasuries directly 
at auction. Monetary policy conduct affects you in the area of trading and 
investment policy. Bank regulation and supervision affect you when you 
do business with one of the nation’s banks. 


MAINTAINING THE STABILITY OF THE 
MONETARY SYSTEM 


The Fed maintains the financial stability of the monetary system by 
ensuring that funds are available for the conduct of business. Monetary 
policy has this as one of its purposes, and one purpose of conducting 
open market operations, setting discount rates and reserve requirements, 
is to ensure the stability of the monetary system. ; 

Maintaining monetary system stability is possibly the most impor- 
tant of the Federal Reserve functions, and one which you as an investor 
may usually assume is effective. 


HOW THE FED CONDUCTS MONETARY POLICY 


Monetary policy consists of increasing or decreasing the money 
supply as needed, that is, to achieve government policy objectives. Usu- 
ally, these objectives are stable money value, reasonable interest rates, 
and enough money available for the conduct of the nation’s transactions. 

The Fed conducts monetary policy in three ways: 


1. By open-market operations (buying and selling, United States Trea- 
sury securities). 


ie) 


By setting the discount rale, which is the rate charged commercial 
bonks and other depository institutions when they berrow from 


the Fed 
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3. By setting reserve requirements for the nation’s banks and other 
depository institutions. 


Flow the Fed Conducts Open-Market Operations 


The Fed manages money supply most often by open-market opera- 
tions, conducted by the Federal Open Market Committee (FOMC). The 
FOMC is composed of the Board of Governors, the President of the Fed- 
eral Reserve Bank of New York and the presidents of four other Federal 
Reserve Banks on a rotating basis. Open-market operations are buying 
and selling securities, almost always United States Treasury securities, in 
the securities markets. 

The FOMC meets every two weeks, and more often if needed. The 
minutes of its meetings are available to the public six weeks after each 
mecting, ‘The FOMC oversees the open-market operations and uses them 
to implement monetary policy, and to ensure that money market condi- 
tions and money and credit growth are best for the country. Most open- 
market operations are in United States Treasury bills. 

Sale of securities by the Ted reduces the money supply, since the 
buyer must pay for them; buying securities increases the money supply, 
because the Fed must pay for the securities it buys. Therefore, when the 
Ted sells securities, it restricts the money supply because it absorbs 
money from the money supply; buying securities loosens the money sup- 
ply because it increases the amount of money available. Restricting the 
money supply causes prices to remain stable or even to go down, and 
causes interest rates to increase, because less money is available for lend- 
ing and for purchasing goods and services. Increasing the money supply 
causes prices possibly to increase, and interest rates to decrease, because 
more money is available for lending and for purchasing goods and ser- 
vices. The Ped tends to restrict money supply in times of inflation or busi- 
ness boom, and tends to increase money supply in times of business re- 
jon or times when inflation is not a concern. 

Most of the FOMC’s trangactions are in short-term securities, usu- 
ally United States Treasury bills. Open-market operations affect the 
money supply almost immediately, because the trades must be settlect in 
three business days. 

The Ped dows not announce open-market operations, but the min- 
ules of the Open Market Committee are made public six weeks after the 
neeling, and are available lor public inspection. The actions and the min- 
ules are Frequently reported ia the newspapers. However, persans active 
tthe bond markers, especially: the United States Treasury securities mar 
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each other all the time, so almost every active trader is informed within a 
matter of a few minutes. Major news wire services also report Fed open- 
market operations promptly. 

‘The Fed also conducts open-market operations by using repurchase 
agreements. It also occasionally uses reverse repurchase agreements. (Re- 
pos and reverse repos were discussed in Chapter 2.) 

When the Fed needs to absorb reserves only temporarily, it con- 
ducts a matched book operation, which consists of the immediate sale of 
securities with an agreement to repurchase them later. The immediate 
sale draws reserves from the banking system; these reserves are replaced 
when the purchase occurs later. Usually, the time period for a matched 
book does not exceed seven days, and usually these sales and purchases 
are done with Treasury bills. The Fed invites competitive bids from ceal- 
ers, and accepts the best bids. 


How Discount Rate Changes Work 


A second way of managing monetary policy is by changing the dis 
count rate, which is the rate the Fed charges banks and other depository 
institutions who wish to borrow from the Fed. Raising the discount rate 
increases the costs to the banks of borrowing money from the Ted, and as 
a result tends to raise interest rates generally throughout the economy. 
This results in a decline of economic activity, duc to decreased demand 
for money because of the higher cost of borrowing. 

Lowering the discount rate works in the opposite direction. Tt low- 
ers the cost of money to the banks, end therefore tends to lower the cost 
of borrowing by individuals and businesses. This results in an increase in 
economic activity, because money is easier and cheaper to obtain. 

Discount rate changes are not announced ahead of time, although 
frequently rumors circulate widely. They are announced after the close of 
United States tracing and are well reported in the major newspapers, es- 
pecially those with business news sections. 


How Bank Reserve Changes Work 


A third way of conducting monetary policy is by changing the re- 
serve requirements for the nation’s banks. Banks sct up reserves to make 
sure that they have enough funds for special requirements, inclucling 
emergency requirements. Banks are also required to deposit special re- 
serves at the Ped, which determines their size and holds them without 
inferesl The reserves therefore remove niency trom the money supply 
becadse they are not weadable for tending or spending, Increastiy re 
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quired reserves reduces the amount of money available and therefore 
tends to tighten money and increase interest rates. Reducing required re- 
serves increases the amount of money available and therefore tends to 
loosen the money supply and decrease interest rates. Banks with excess 
reserves can lend them, and banks which need reserves can borrow them. 
(These are Federal Funds, discussed earlier in Chapter 2.) 

The Fed rarely changes reserve requirements, and when it docs, 
these changes also are widely reported in the press. Usually, reports of 
both discount rate changes and particularly reserve requirement changes 
are accompanied by extensive commentary and analytical reporting, 


KEEPING UP WITH DISCOUNT RATE AND 
RESERVE REQUIREMENT CHANGES 


If you do any fixed-income investing at all, you should be aware of 
discount rate changes and of reserve requirements changes. The business 
sections of almost all major newspapers will provide extensive reports. 
The same papers will also report Federal Reserve open-market opera- 
tions in their daily bond market reports. You should follow these reports, 
at least for background for your bond-investment management. 


HOW MONETARY POLICY DIFFERS FROM. 
FISCAL POLICY 


Don’t confuse monetary policy with fiscal policy. Fiscal policy con- 
sists of setting United States Government taxing and spending policies to 
control business activity and inflation. Monetary policy consists of in- 
creasing or decreasing money supply, for the same reasons. For example, 
when the United States Government raises or lowers taxes, or raises or 
lowers government spending, that is fiscal policy. When the Fed buys or 
sulls United States Treasury securities, that is monetary policy. ° 


HOW THE FED SUPERVISES AND REGULATES 
DEPOSITORY INSTITUTIONS 


The Pod supervines and regulates certain bankir 


institutions. Su- 
perviston andl cesulation are not the same thing, Stpervision means over 
sretiy: The octitab operation: aban iistitition, ta make sare tat ib cour 
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plies with the applicable laws and regulations, and conducts its business 
ina sound way. Regulation means the creation of laws and rules to en- 
sure that, when followed, the nation has a banking system that is finan- 
cially sound and able to meet the country’s banking requirements. When 
the Fed promulgates a new regulation for banks, which all banks must 
follow, this is called regulation. When representatives of the Fed visit a 
bank to make sure that the regulations are being followed, and that the 
bank is financially sound and follows good banking procedures, this is 
called superzision. Fed regulations apply to all banks. The Fed actually su- 
pervises only about 1,000 of the nation’s banks, those that ate chartered 
by the states, but are members of the Federal Reserve System. These are 
called state niembers. 

The Fed also writes and interprets cegulations for consumer protec- 
tion, and enforces consumer protection laws. 


WHAT THE FED DOES FOR THE UNITED STATES 
GOVERNMENT AND THE PUBLIC 


The Fed provicies a variety of financial services to the Treasury, the 
investing public, and many others. Por you as an investor, the Fed service 
acting as agent for the United States Treasury Department is the most im- 
portant, The Fed acts as agent for the United States Treasury Department 
in the sale, by auction, of new issues of Treasury securities, The Fed of 
fers the Treasury Direct system, which provides a convenient method for 
investors of all sorts to buy Treasury securities, at fair prices, with little or 
no cost. (Treasury Direct is discussed more in Chapter 4 on United States 
Treasury sucurities.) It allows investors to buy Treasury securities at the 
auction, at prices determined by the competitive bids for these securities. 
Investors may enter bids directly or through an agent, usually a bank or 
broker. If you use the Treasury Direct system, you are using a service of 
the Fed. 

Other Fed services includg issuance of currency and coin, bank 
check processing and clearance services, electronic funds transfer ser- 
vices, the automatic clearinghouse (another electronic funds transfer ser- 
vice), net settlement services, and international services. 


CHAPTER 4 


The United States Government 
Securities Market: Treasuries 


Some of the most influential money decisions in the world are made 
every day in the U.S. Government securities market. Hundreds of bil- 
lions of dollars change hands against a background of deal-making 
phone conversations, automated quotatian and trading systems, and 
blinking telephone lights. 

Before seeing how trading in this vast market is conducted, how- 
ever, you must know the array of government securities available. These 
fall inte three categories: 


1 Treasury securities 
2. Government agency issues 
3. Derivative insiruments 


Governments disco always hod to borrow to pet by. Us not that 
Uhew are more profligate (han the rested us; is just that large masses of 
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people, or their elected representatives, have always found it easier to 
spend money for the public good than to pay the necessary taxes. In time 
past, such lenders and investment bankers as the Faggers and the Roth- 
schilds have financed the public debt privately, and this gave them inor- 
dinate political power. The United States has taken a different tack in 
funding the public debt. 

In this couatry, more than any othes, evidence of a governments in- 
debtedness has become legal tender, a reservoir of savings, and the basis 
of the largest securities market in the world. By preserving political sta- 
bility, and by giving the Federal Reserve the power to oversee the gov- 
ernment securities market, the U. $. Goverment has found itself in the 
enviable position of being regarded as the premier issuer of debt securi- 
ties, even though it has no demonstrable ability to repay them and ao col- 
lateral behind them. Wotldwide trading markets exist in United States 
‘Treasury securities. You can trade Treasuries at any hour of day or night, 
with good prices offered to you, and at low transaction costs. 

Whatever the reason, the Treasury is able to issue many billions in 
new securities every year and refund many billions more, all at yields 
below those on the highest quality corporate securities. With all this issu- 
ing to do, the Treasury has had to adopt a regular schedule of auctions, 
so that the market can prepare itsclf to absorb each issuc in turn. The ceg- 
ular chythm of Treasury auctions is one of the most important constants 
in the government securities market. 

The Treasury issues a very wide range of securities, maturing from 
a few days after issue up to thirty years after issue. By tradition, Treasury 
issues are grouped into three closses: bills, notes, and bonds. Let's look at 
these three classes in detail. 


TREASURY BILLS 


Treasury bills (T-bills) are securities which have a year or less to 
maturity at the time they are issued. T-bills do not have a coupon; in- 
stead, they are sold at a “discount from par value.” ‘The owner earas in- 
terest when the bills mature at par, or are sold for more than the purchase 
price. Bills are traded at a “discount yield,” which determines the size of 
the discount and the price of the bill. The amount of the discount varies 
at the time of issuance. 

For example, investor Slare buys a $100,000 13-week bill, priced ata 
discount yield of 6%. She will pay approximately $98,501 for the bill, After 
ISweeks, (he bill matires for $00,000. The $1,500) dil ference represents in 
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terest of $6,000 annually. If Starr held a $100,000 6% debt instrument for 
one year, she would earn $6,000 in interest ($100,000 times 6%). Since she 
held the bill for only a quarter of a year (13 weeks), she is entitled to one 
quarter of the annual interest income ($6,000 times .25), or $1,300. 

Tf you are given the discount yield, you can compute the amount of 
the discount. To make this computation, dealers use the exact number of 
days to maturity based on a theoretical 360-day year: 


Discount = Pays to maturity . pate (9%) 
(per $100 00 

of maturity 

value) 


The Rate shown in the equation is the discount yield, 
To find the price, use the following formula: 


Price ($) = $100 — Discount (per $100 of maturity value) 


Asan exampic, let's find the dollar price for a T-bill that is due in 
147 days and trades on a 5.32% discount yield basis. 
First, find the discount: 


D = (M/360) x R(%) 
= (147/360) x (,0532) 
= 2.1723 full discount 


In other words, the investor receives a discount of $2.1723 per $100 of 
maturity value. For a $100,000 bill, the discount is $2,172.30 ($2.1723 times 
1,000). 


Tae next step is to calculate the price: 


P=$160-pD 
= $100 ~ $2.1723 per $100 
97.8277 


The dollar price of the T-bill is equal to $97.8277 for every $100 of 
fore (or maturity) value. So a $100,000 bill sold on a 5.32% basis would. 
cost $97,827.70, and malure al $100,000 after [47 days. 


The discount viel is the pricing, mechanism: tor f-bills. Hor exam- 
pleoa discount ob 6", on ene y 


sar bill would prodttee a price of about 94 
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(100 - 6), but the same discount on a 13-week bill would produce a price 
of about 98.5 (100 - 6/4); the bill matures in one-quarter of a year. 

The true yield, or bond yield, would be higher than the discount 
yield on each of these bills because the bill buyer receives yield return on 
less than the par amount of the bills, For example, the true anaual yield 
on out hypothetical one-year bill at a 6% ciscount yield would be 6.383% 
(= 6/94) because the owner earns 6.00 on an investment of only 94. On 
the hypothetical 13-weck bill, the true yield would be approximately 
6.004% (= 1.5/98.5 x 4) because the owner earns 1.5 in three months on an 
investment of 98.5. This true yield is also called bond equivalent vield, 
because it is the bond yield equivalent of the discount yield. Note that in 
the actual mathematics, the true bond yield for the one-year bill would 
actually be 6.2843%, because the bond business quotes rate as nominal 
annual rates, but compounded semiannually. 

See Figure 4.1, the Federal Reserve Bank of New York report of quo- 
tations for Treasury Bills for May 28, 1996. On May 28, 1996, a T-bill ma- 
turing November 21, 1996, is quoted as follows: 


Bid Ask Change Yield 
Discount 542 5.10 =00 5.30 
Dollar price 97.4969 97.5067 


This is a difference of about $98 between the bid and the ask prices 
ona $1,000,000 lot of T-bills. 

Underlying this pricing system is a system of “basis points.” There 
are 100 basis points in each percentage point, so a basis point is one 
one-hundredth of a percent, For example, if a 13-week 'T-bill’s discount 
drops from a 5.17 to a 5.10 discount yield, the yield has dectined 7 basis 
The dollar value of the decline is $175 per $1,000,000 par amount 
s (0007 x .25 x $1,000,000). 

The Treasury usually issues bills with three maturities: 13 weeks, 26 
weeks, and 52 weeks. The first bill ig known when it is issued as the 
“three-month bill,” the second as the “six-month bill,” and the third as 
the “one-year bill.” although they actually conform to those exact time 


periods for only one day. 

Thirteen-week bills and twenty-six week bills are auctioned off each 
Monday. Bids may be submitted at any Federal Reserve Bank or branch 
(except Helena, Montana), or at the Bureau of the Public Debt in Wash- 
inglon, D. C. The bids, or tenders as they are called, must be submitted 
by 12:00 noon astern time. All bills auctioned off on Monday must be 
delivered and paid for the following, Fhursday, and they mature on 
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Figure 4.1 (continued) 
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‘Thursday the specified number of weeks later. Ia bank holiday falls on a 
Thursday, the bills are delivered, or mature, the next day, Friday. This 
regular issuing procedure has been going on for years, and is ingrained 
in the market. 

Fifty-two week bills, auctioned off monthly, have the same deliv- 
ery and maturity (Thursdays) as the thitteen-week and the twenty-six 
week bills. 

Occasionally the Treasury issues bills that mature at other times 
often on dates of expected tax receipts. These are called “cash manage- 
ment bills.” There is no regularity about their issuance. 

The buyer of a bill does not receive a certificate. Ownership is 
recorded on the computer at the buyer's clearing bank, whose ownership 
in turn is recorded on the computers at the Federal Reserve System. This 
system, called a book entry system, means that billions of dollars worth 
of bills can trade every day without the shifting of countless pieces of 
paper. Instead, the Fed computer records every sale and the new owner's 
bank acts as custodian for the new awner. Each owner, of course, gets pe- 


tiodic statements from the bank stating the bills owned. 
Becausi 


of the intense interest in Treasury bills, they actually trade 
before they are issued by the Treasury, From around 4:00 P.M. on Tues- 
day of the week before they are auctioned, when the amount of the next 
weck’s bills is announced, they are traded on a “when-issued” basis 
‘These “when issucd” bills are very important, because traders in the bill 
market use them to offset positions in bills that have already been issued. 
When-issued bills are also important because they don't have to be paid 
for until the Thursday of the following week, Depending on the cus- 
tomer’s margin arrangements with a Primary Dealer, when-issued bills 
give the opportunity to participate in the market on very high leverage. 

Treasury bills are sold at auction, either by competitive bid or non- 
competitive tender. A bidder in a competitive bid submits the bid for the 
amount of bills desired, and the price he or she is willing to pay. A per- 
son making a noncompetitive tender simply states the number of bills de- 
sired and will get them, up to the legal limit, at the average price of the 
competitive bids accepted. 

When bids are closed off, the Fed has already determined how 
many bills it wishes to sell. The Fed next figures the total amount of non- 
competitive lenders it has received, and subtracts that amount from the 


total amount of bills to be sole, The remaining bills will be sald hy com- 
potilive bid 


the Fed thon starts to award bills lo the competitive bidders, high- 
eal price Flowost discount yield} bids Hirst 1 fills these bids until il has 
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awarded all the bills it wishes to sell competitively. The lowest successful 
bids will receive only a partial award; this could be as little as less than 
1% of the amount they bid for, or as high as more than oof the amount 
they bid for. 

The Eed then computes the average price paid by the successful 
competitive bidders, weighted according to the amounts purchased. It 
then awards bills to the noncompetitive tenders, at this average price, in 
the amount of the noncompetitive tender, up to the legal maximum. For 
bills, in early 1996, this was $1,000,000 face amount. 

Tf you are an individual investor, you may purchase bills at the auc- 
tion. You may enter a competitive bid if you wish, but almost all individ- 
ual purchasers of bills enter noncompetitive tenders. You will get your 
bills at the average of the competitive bids, in the amount you wish to 
buy. If you can’t enter the bid yourself at the Fed, you cam enter it by 
mail, or your local bank or your broker will enter it for you; a common 
charge for this service is 550. 

Many individual investors use a system called Treasury Direct to 
purchase their Treasury securities at auction. The Treasury Direct systern 
js ron by the Fed. The buyer of Treasury securities has an account at the 
Fed, used to buy Treasury securities at auction. Interest income and pro- 
ceeds of maturing securities are sent directly to the investor's account at 
the investor’s bank. The security buyer can check the account status at 
any time, This makes the purchase of Treasury securities at auction about 
as easy as it can possibly be. 

Purchases of T-bills represent an attractive alternative to money 
market funds and bank CDs for many investors, since the interest income 
is exempt from state income taxes, and the bills may be either sold easily 
or rolled over into a new issue of bills when they mature, if so desired. 

Bills are traditionally purchased and traded by large investors, cither 
institutions or very wealthy individuals. They arealso traded in very large 
volume, In early 1996, total daily trading volume in Treasury securities at 
Primary Dealers was around $200 billion, and possibly half that trading 
volume was in bills. In addition, each individual transaction is usually 
very large. In fact, the usual round Tot in the bill market is $5,000,000. But 
since bills are issued in minimum amounts of $10,000, with multiples of 
$1,000 over the $10,000 minimum, these add lots exist in the market, and 
they trade at somewhat disadvantageous prices when compared to round 

lots. Investors whe get quotcs on round lots and then try to execute an odd 
lot order may be in fora small surprise. However, small lots, even dawn to 
the $10,000 minimum, are easily traded at relatively, modest cost 
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TREASURY NOTES 


Securities issued by the Treasury with maturities from one to ten 
years are defined as notes. Unlike bills, notes have coupons and pay in- 
terest every six months. All notes are noncallable by the Treasury. There 
is a very wide range of note issues outstanding, with maturities ranging 
from a fow days to as long as ten years, and, in early 1996, with coupons 
ranging from 4.25% to 9.25%. 

The Treasury issues notes in regular cycles, like T-bills, but much 
less frequently. In mid-1996, the Treasury offers two-year and five-year 
notes at the end of each month, and three-year and ten-year notes on the 
fifteenth of February, May, August, and November. As in bids for T-bills, 
both competitive and noncompetitive tenders may be made for notes. 
The Fed, acting as agent for the Treasury, awards competitive bids in de- 
creasing order of price, highest prices first. Noncompetitive tenders are 
awarded in full, up to the maximum allowed (in early 1996) of $5,000,000, 
at the average of the awarded competitive bids. 

If you wish to buy notes, you can easily and conveniently buy them 
at the auction. You can submit your bid yourself, in person or by mail, or 
you can ask your bank or broker to submit it for you; a common charge 
for this service is $50. For many investors, notes are a convenient invest- 
ment, and the income is exempt from state income taxes. Almost all indi- 
vidual investors submit noncompetitive tenders, although you can sub- 
mit a competitive bid if you wish. If you submit a noncompetitive tender, 
you will get your notes, up to the $5,000,000 maximum {in early 1996), at 
the average of the successful competitive bids. The Treasury Direct sys- 
tem is used for this as well as for Treasury bills. 

Treasury notes are actively quoted, along with Treasury bonds, in 
the financial news. Most major daily papers carry at least some Treasury 
security quotations, and many of them carry complete market quotations. 
Figure 4.2 shows a daily report by the Federal Reserve Bank of New York 
on the United States Government securities market for May 28, 1996. 
Treasury note and bond reports in the financial press are similar in ap- 
pearance. 

‘Treasury notes are quoted in prices denominated in percentage 
points and 32nds of a percentage point. These are percentages of par 
amount. Although prices are written using a decimal point, the number to 
the right of the decimal point is expressed in 32nds. Thus, a price of 98.16 
would be 98 and 16 32nds of par, or 98 4% of par, or $985,000 per million 
dotlarsof paramount. Bach 3nd is eqttal to $712.50 per million dollars par 
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smeunl Occasionally, issties are quoted in 64ths of a percentage point, 
yallent to $156.25 per million dollars of par amount. 

Tor example, al the bottom of the left-hand column of Figure 4.2, 
your will sev a 5% note (indicated by an N following the maturity cate) 
mating, on fanuary 31, 1998, The quotation is 98.14 bid and 98.16 ask. 
Ih. means 98 14/32 is the bid price, corresponding to a price of 98.4375. 
(he ask price is 98 16/32, corresponding to a price of 98.5. 

Amillion dollar par amount is considered a round lot in the Treasury 
hole market, just as $5,000,000 is considered a round lot in the T-bill mar- 
kel. However, much smaller lots of notes can be easily bought and sold, at 
relatively small expense. Notes are available in minimum amounts of 
$5,000 for notes with two or three years to maturity at time of issue, and 
minimum amounts of $1,000 for four or more years to maturity at time of 
issue. Both types are available in multiples of $1,000 over the minimum 
amount. Notes are now in book entry form only, like T-bills. 

You can see that notes are easily available in amounts closely suited 
to your investment needs, even if you are a relatively small investor. 
Many investors find Treasury notes a suitable short-to-medium term 
obligation. They are casily available at auction or in the secondary mar- 
ket, may be easily sold, at modest transaction cost, and the interest in- 
come is exempt from state income taxes. 

Most Treasury notes are owned by commercial banks, Federal Re- 
serve Banks, United States Government agencies, and government trust 
funds. These notes permit holders to arrange their portfolios with 
coupons and maturities spaced over a limited period of years, giving au- 
tomatic liquidity and attractive average yields. 

Treasury notes and bonds pay interest to holders semiannually, al- 
most always on the anniversary date of the issue date. Interest accrues on 
notes and bonds during the period between payments. The buyer of a note 
or bond pays, and the seller receives, accrued interest when the securities 
are sold. Thus an investor who buys notes or bonds after a coupon pay- 
ment date and sells them before the next coupon payment date receives the 
bond interest for the period during which he or she held the securities. 

For example, on June 15 you bought one million dellars par value of 
a 5% note, with coupon dates of May 13 and November 15, and held it 
until October 15. When you bought the notes you would pay 31 days ef 
accrued interest (there are 31 days from May 15 to June 15, counting exact 
days) of interest af $135.87 per day. There are 184 days from May 15 to 
October 15, and the notes earn $25,000 of interest during that six-month 
period; $25,000/184 = $135.87, which is the amount of interest earned 
each day. The total accrued interest therefore would be 44,211.96. 


which eee 
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When you sold the note you received accrued interest for 153 days, 
also at $135.87 per day, for a total af $20,675.68. Lhe person who bought it 
from you, assuming it was held until the November 13 interest payment 
date, would receive a check for $25,000, half a year’s interest, 

You can see that no matter when you buy a note or bond, you will re- 
ceive back the accrued interest you paid when you bought the note or 


bond, and receive your interest carnings as well for the time you hold the 
note or bond. ° 


TREASURY BONDS 


’ All Treasury securities with moze than ten years to maturity at the 
lime of sale are called Treasury bonds, ot T-bonds. They are similar to 
notes, but there are a few important differences. 

Treasury bonds are sold by an auction process similar to the auction 
Process for notes, and they are traded on a dollar price basis, with accrued 
interest calculated in the same manner as that for notes. The Treasury Di- 
sect system is used for Treasury bonds just as for T-bills and Treasury 
notes. New issues of Treasury bonds are only in book entry form, but some 
older bonds, issued years ago, may be in bearer or registered form, 

One difference is the minimum amount, Treasury bonds have a 
minimum amount of $1,000, with multiples of $1,000 over that minimum 
amount. 

Some Treasury bonds have a call feature; they may be called by the 
Treasury at par five years before the maturity date. Thus, you can guess 
that if a bond is trading substantially above 100, it may have a call feature 
that will cause it to have an effective maturity dale five years shorter than 
the stated maturity date. That change in maturity date can affect the bond’s 
price performance, making it less volatile than it otherwise would be. 

For example, in early 1996, the Treasury had an 8% bond outstand- 
ing, maturing in August, 2001. However, the bond also had a call feature, 
so that the Treasury could call it at par in August, 1996. This meant that 
the bond, in carly 1996, was (racing ata slight premium over par instead 
of the approximate ten point premium over par it would have been trad- 
ing at if it were not callable; the call feature had effectively reduced the 
price of the bond by about ten points, and the bond owners will probably 
have their bond called away from them in August, 1996 

the ‘Treasury has a bond issuance ¢ 


: >, selling by auction a 
thirty-vear bond in February and August In the past, the Treasury has also 
isstied Lwenty-vear bonds, but has nol done se recently, as of early 1996, 
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Treasury bonds can quickly and easily be sold at a low transaction 
cost. This isshown by the small spread betw een the bid and ask Prices in the 
offering sheets. Treasury bonds, like Treasury notes, are quoted in dollar 
pfices, in 32nds of a point. For example, a $1,000 Treasury bond is quoted at 
96.6. This means that the price is 96 6/32nds, or 96.1875 percent of par. 

‘T-bonds are quoted in the financial press, and the Federal Reserve 
Bank of New York produces a daily quote sheet. (See Figure 4.2) The re- 
port shows both notes and bonds together, but it identifies the notes with 
an N beside the maturity date. It also shows the bid price, the ask price, and 
the change in price from the previous day’s close. Finally, it shows the 
bond yield to maturity. 

A look at the report shows that each issue may have different prices 
and a different yield to maturity, which is used for comparing different 
Treasury securities, as well as other fixed-income securities. 

For example, at the bottom of the right-hand column in Figure 4.2 
you see the quotation for the 6% bond maturing on February 15, 2026. On 
that date, it was quoted at 89.08 bid, 89.10 asked. This means that the bid 
price was 89 and 8/32, or 89.25. The ask price was 89 and 1/32, or 89.3125. 


TREASURY STRIPS 


United States Treasury Separate Trading Registered Interest and 
Principal Securities (STRIPS) were created by the Treasury in 1986 to 
meet the demand for zero coupon obligations. A zero coupen bond has 
no interest payment during the life of the bond. Instead, all the interest 
due is paid at the maturity of the bond. The best known zero coupon 
bond is a United States Savings Bond. 

The ‘Treasury does not issue STRIPS. Instead, the Treasury declares 
that certain issues of Treasury notes and bonds are eligible for the STRIPS 
program. These eligible notes and bonds, and no others, may be split up 
into separate interest and principal payments, with cach payment trading 
as a separate security. This splitting up, or “stripping” of the issue, is done 
by government bond dealers and others, not by the Treasury. Each such 
separate security receives its own CUSIP number for security identifica- 
tion. (A CUSIP number is one which identifies each unique security.) The 
STRIPS may also be reassembled to recreate the original securily. 

Zero coupon bonds automatically reinvest the interest earnings at the 
same yield basis at which the investor originally bought the bond. This 


guaranteed compounding feature is attractive enough so thal mvestors are 
willing lo pay higher prices (ower yields) for zero coupon bonds than for 
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regular coupon bonds. [lowever, Internal Revenue Service regulations 
may require the bond owner to report this earned, but not paid, interest in- 
come on an income tax return, and pay the appropriate taxes. As a result, 
most buyers of these securities are those who are exempt from federal in- 
come taxes. They include pension funds, and individual pension accounts, 
such as IRAs and Keogh plans. If you have an LRA or a Keogh plan, you 
should at least look at Treasury STRIPS as an investment. You won't have 
to worry about reinvesting interest income; it will automatically be rein- 
vested for you at the rates at which you originally bought the STRIPS. 


ORIGINAL ISSUE DISCOUNT SECURITIES, 
MARKET DISCOUNT SECURITIES, AND THEIR 
TAX TREATMENT 


This type of security is said to be an Original Issue Discount (OTD) se- 
curity. An OLD security is issued at a large discount. The discount is ac- 
crued as income over the fife of the bond, and reported as income on the 
owner's federal income tax return. The Internal Revenue Service has is- 
sued regulations covering the tax treatment of original issue discount, and 
the definition of original issue discount securities. Any security issued at a 
discount, whether or not ithas a coupon, may bean original issue discount 
security, with the annual accrual of discount subject to federal income 
taxes. For example, a bond with a 3% coupon which was originally issucd 
at a price of 50, would probably be an original issue discount security. If 
you own such securities, you should consult with your tax attorney or ac- 
countant to make sure that they receive the proper tax treatment. 

Sometimes a security is bought in the market at a price lower than 
par and lower than its issue price. ‘his discount may be considered 
“market discount” and the accrual of market discount during the period 
until maturity may be reported and taxed as interest income. If you own 
such bonds, you should consult with your tax advisor about the correct 
tax treatment of these issues. 


OTHER SECURITIES SIMILAR TO STRIPS 


Older zero coupon issues, secuted by ‘Treasuries held by a trustee, 
also exisl, but none have been issued since the mid- 19808, due to the: 
STRIPS program. Many ot these securities have names stich as TIGRS 
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Chreasury Investment Growth Receipts), CATS (Certificates of Accrual on 
lheosury Securites), and other similar names, many of them feline in 
character, These tov may be original issue discount securities, most of 
which will have matured by now. 

STRIPS are traded on a bond yield basis. Many, not all, leading 
newspapers report prices for all STRIPS, but most report prices for at 
least a few, 


REASONS FOR DIFFERENT YIELDS 


What causes different issues to have different yields to maturity? A 
common reason is difference in perceived credit quality; the higher the 
perceived quality, the lower the yield, Thus one would expect Treasuries 
to yield less than bonds issued by agencies of the United States Govern- 
ment, such as the Federal Home Loan Bank, agencies lo yield less than 
AAA-tated corporate bonds, and AAA-rated corporate bands to yield 
less than lower rated corporate bonds. 

Sometimes, however, that expectation isn’t quite valid. We need then 
to explain yield differences between securities with the same issuer, such 
as Treasury securities. In these cases, we must look for other reasons. 

One such reason is differences in term lo maturity. This is so com- 
mon that it has given rise to the phrase “yield curve,” which describes 
the changes in yield as time to maturity for like issues increa: When 
the yield increases as the maturity lengthens, the yield curve is called 
normal. When the yield decreases 2s the maturity lengthens, the yield 
curve is called inverted. Some traders are so concerned with the shape of 
the yield curve and the exact yield differences between maturities that it 
is virtually the only thing thal dictates their trading. 

Another factor that can explain yield differences, especially be- 
tween issues with identical or nearly identical maturities, is coupon and 
dollar price. In general, the higher the coupon, and thus the higher the 
doliar price, the higher the yield. This is partly because this factor tends 
to bring the after-tax yields closer, and partly because of compounding 
considerations, bul itis pretty generally truc. 

A last reason for yield differences is the technical market condition 
of the securities. An issue in which a dealer who is trying to cover a large 
short position will often trade at a lower yield than one in which the 
dealer has a long position, which he is trying lo sell. 


A special case of the technical condition aspect has to do with the 
Treasury’ sauelions ofsecurities. The Preasury does not pay Primary Deal 
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crsa selling concession to market its issues, and the Primary Dealers must 
bid on all Treasury auctions. For this reason, in the days before the auc- 
tions, dealers tend to go short the issues with maturities near those of the 
issues to be auctioned. This short position allows the dealer to propose that 
customers swap out of the issues the dealer has just sold short into the is- 
sues the dealer expects to buy in the auction. (A stap is a sale of a security 
combined with a purchase of a similar security.) This also hedges the 
dealer against a fall in general markct prices while he is long the sccuritics 
he has just bought because a loss in the issues he has just bought will be off- 
sct by a gain in the issues he has just sold short. Itaiso has the effect of mak- 
ing the exisling issues yield more, temporarily, than they otherwise would 
yield. 

A great deal of trading in the marketplace, by both customers and 
Primary Dealers, is based on the idea that there is an equilibrium yield 
spread between any two issues. Whenever that spread gets out of line, 
one issue is sold and the other is bought. Then the trader waits for the 
spread to go back to its equilibrium level. That is good trading strategy 
as long as the equilibrium spread is not in the process of changing. If itis, 
ene can be left with losses instead of the expected profits. 


TAXATION OF TREASURY SECURITIES 


The interest income paid to investors on Treasury secu is sub- 
ject to federal income taxes, but is exempt from state and local income 
taxes. However, this exemption applies only to “direct” obligations of the 
United States Government. Many obligations of federal agencies may be 
subject to state and local income taxes. (See Chapter 5 for a fuller discus- 
sion of this.) 

While Treasury securities make for a huge markel, they are not the 
only securities related to the federal government. A wholly different 
trading arena consists of securities issued by federal government agen- 
cies, securities backed by pools of morigages, and financial futures and 
options. These are explained in the next chapter. 


CHAPTER 5 


The Market for United States Agency 
Securities and Mortgage-Backed 
Securities, and Bond Futures 

and Options 


The American voters, and thus the American government, have had 
longstanding commitments to several sectors of the econamy. These in- 
clude the family farmer, the family homeowner, and students. A contrary 
but equally long-standing perception is that direct government assistance 
to these or to any other sectors is unfair and undesirable. The conflict be- 
tween these two viewpoints gave rise to a separate class of securities— 
those issued or guaranteed by agencies of the federal government. 

Agencies are not always part of the federal government; they are 
sometimes owned by the constituencies they serve. Yet they perform the 
governmental functions of giving, assistance and regulation to these con- 
stittioncies, 
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Agencies are divided into two categories. First are Federally Re- 
lated Institutions. These are actually arms of the federal government, and 
in general don’t issue securities directly into the market. Instead they 
usually borrow from the Federal Financing Bank, which was created in 
1973 to consolidate borrowing by a number of institutions which had 
previously borrowed in relatively small amounts, resulting in somewhat 
higher borrowing costs. However, the Tennessee Valley Authority occa- 
sionally borrows from the public. Its securities are not guaranteed by the 
United States Government, and are not generally exempt from state in- 
come taxes. The Government National Mortgage Association (GNMA) is 
an agency with the Department of Housing and Urban Development and 
is discussed later in this chapter. It issues an important type of 
pass-through mortgage-backed security. 

The second type of agency consists of Government Sponsored Enti- 
ties (GSFs). There are eight stich agencies which issue two types of securi- 
ties: bonds and discount notes. The bonds are sold with maturities of more 
than two years. The discount notes range up to one year in maturity. 

The eight agencies are : 


* Federal Farm Credit Bank System 
* Farm Credit Financial Assistance Corporation 


* Federal Home Loan Bank 


* Federal Home Loan Mortgage Corporation (frequently called 
Freddie Mac} 


* Federal National Mortgage Association (Fannie Mac) 
+ Student Loan Marketing Association (Jrequently called Sallie Mae) 
* Financing Corporation. 


* Resolution Trust Company 


‘The Federal Farm Credit Bank System (FFCBS) provides credit and 
related services to the farm sector. It has three parts: the Federal Land 
Banks, Federal Intermediate Credit Banks, and Banks for Cooperatives. 
Before 1979, each of these issued its own securities. Now their debt is is- 
sucd by the Federal Farm Credit Bank System, on a consolidated basis. 
‘The FPCIS issues discount notes. In early 1996, the FECBS had svcuritics 
maturing fram May, 1996 through April, 2002, 
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The Farm Credit Financial Assistance Corporation (FACO) was set 
up in 1987 to help the PFCBS, which faced financial problems due to the 
farmers’ difficulties in making loan payments. FACO bonds are guaran- 
teed by the United States Treasury, unlike the bonds issued by the other 
federally sponsored agencics. In carly 1996, FACO had bonds ouistand- 
ing maturing from 2003 to 2005. 

The Federal Home T.oan Bank System (FHLBS) is an independent 
federal agency. Most of its debt is issued on a consolidated basis by its 
members, the twelve Federal Home Loan Banks. In early 1996, FHLBS 
had securities outstanding maturing from 1996 to 2004, 

The Federal Home Loan Mortgage Corporation (FHILMC or Fred- 
die Mac} has a federal charter, is subject to some federal oversight, and 
is considered a federal agency. But it is actually a public company 
owned by its stockholders which issues and guarantees mortgage- 
backed securities. 

The Federal National Mortgage Association (Fannie Mae} also 
has a federal charter, some federal oversight, and also is considered a 
federal agency, But it is a company owned by its stockholders. Like 
FHLMC, it issues and guarantecs mortgage-backed securities. Stock 
of both FNMA and FHLMC is traded on the New York Stock Ex- 
change. 

The Student Loan Marketing Association, known as Sallie Mae, pro- 
vides moncy for entities lending under the Federal Guaranteed Student 
Loan Program, the Health Education Assistance Loan Program, and the 
PLUS loan program. Sallie Mae has issued discount notes, floating-rate 
securities, and long-term fixed-rate securities and zero coupon bonds. In 
early 1996, Sallie Mae had coupon bonds maturing from 1996 to 2012, 
and zero coupon bonds maturing from 2014 to 2022. 

‘The Financing Corporation (FICO) was set up by Congress in 1987 
to help with the problems caused by the failure of many savings and loan 
institutions, with resulting difficulties for the Federal Savings and Loan 
Insurance Corporation. FICO issued its first bond in 1987, and in early 
1996 had bonds outstanding maturing from 2017 to 2019. 

The Resolution Trust Company (RTC) was formed in 1989 to 
continue helping FICO to cope with the problems caused by the on- 
going failures in the savings and loan industry. RTC gets its funding 
from the Resolution Funding Corporation (REFCORP) which can issue 
long-lerm bonds. REPFCORP has issued 30-year and 40-year obliga- 
tions, and in early 1996 had bonds outstanding maturing between 
2089 and 2030, 
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HOW ACENCEES HELP THEIR CONSTITUENTS 


\penene east their constituencies in two ways. Some borrow in 
(emarkelplace by issuing securities themselves and lending the pro- 
ceeds. tu ther constituents, When they do this, they substitute their high- 
quality cecil for the lower-quality credit of the farmer, home owner, or 
sHictenil 

Other agencies guarantee the timely payment of interest andl princi- 
pal on the securities issued by their constituents, thereby enhancing their 
credil, Some agencies do bath. Some issues guaranteed by agencies also 
have the guarantee of the United States Treasury, and some da not. 

In diversity, quality, liquidity, and trading volume, agency securi- 
ties fall between the homogeneous world of Treasury securities and the 
hetcrogeneous world of corporate securitics. Some of the diversity of 
agency securities was eliminated when the agricultural agencies banded 
together to issue securities under the umbrella of the Federal Farm Credit 
stem, incorporated as Federal Farm Credil Funding Corporation, New 
York, Fiscal Agent. 

Agency securities also differ in method of issuance. Some securities 
are issued directly by the agency, following an issuing procedure that 
falls between a Treasury auction and a corporate underwriting, Several 
agencies issuc or guarantee mortgage-backed securities which are issued 
in a less-cuntrolled process. 


HOW AGENCIES ARE QUOTED AND TRADED 


Agency securities are traded in an over-the-counter market, just like 
United States Treasury obligations, and usually by the same dealers. 
However, spreads are somewhat wider, so it is more costly to trade in 
this markel than in the Treasury market, 

The agency discount securities are similar to Treasury bills, and like 
T-bills are quoted on a discount yield basis, The interest is paid at matu- 
tity, similar to T-bills. Time ¢o maturity goes out to one year. 

Long-term ageney securities are coupon securities, like United 
States Treasury notes and bonds, and, like them, pay intrest semiannu- 
ally, Similarly, they are quoted in dollar prices. 

Ageney securilies are not obligations of the United States Treasury, 
with a few exceptions. However, few people believe that the United 
States Government will allow any federal agency actually to default on 
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its obligations. Agencies are considered a perfectly safe investment. Their 
interest income is subject to federal income tax, but is generally exempt 
from state income taxes. 


Investing in Agency Obligations 


Tf you buy agency obligations, you are buying a security that is not 
quite as safe as a United States Treasury security and is harder and some- 
what more expensive to trade. Price quotations may be somewhat more 
difficult to obtain. In exchange for this, you should receive a somewhat 
higher yield. Agency securities should be quite satisfactory investments 
as long as you understand these constraints. Be sure to consult with your 
lax advisor on the tax status of interest they pay, : 


MORTGAGE-BACKED SECURITIES 


Onc of the most spectacular developments in the government and 
other securities markets since the early 1970s has been the development 
of mortgage-backed securities. In order to understand these sccurities, 
we must first look at the underlying mortgage contract and see how its 
features affect all mortgage-backed securities. These features have Jed to 
those of mortgage-backed securities, and even to the development of spe- 
cial mortgage-backed securities. 


HOW A HOME MORTGAGE WORKS 


A mortgage, of the sort we are considering here, is a loan which is 
secured by real estate. In the mortgages we are looking at, the real 
estate is a one-to-four family home, where the owner is a resident. Usu- 
ally these are single family homes, and the mortgage is taken out by the 
owner to buy the property. However, often the mortgage will be a refi- 
nancing instead, especially when interest rates have just fallen. A 
refinancing occurs when a homeowner who already has a mortgage 
on a house finds that borrowing is available at a somewhat lower 
interest rate than the rate of the present mortgage. For example, a home 
owner might have a mortgaye with a 9% interest rate. Suppose interest 
rates fall and she can now borrow at 7%. Naturally the homeowner 
would do that, assuming that she qualifies for a new loan. The home- 
ower borrows (lakes ont) a now: mortgage and uses: the procecas 
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simultaneously to pay off the old mortgage. The saving will be 2% each 
year, less the cost of the fransaction. On a $200,000 mortgage that would 
bea $4,000 annual interest saving (2% of $200,000), worthwhile for most 
individuals. 

During the Great Depression of the 1930s many homeowners 
could no longer pay even the interest on their mortgages, and some- 
times lost their homes. Sometimes they had lived in their homes for 
years, and if they had made even small principal payments periodi- 
cally, their mortgages would have been paid off. This led to the cre- 
ation of the monthly level-payment amortizing mortgage. Almost all 
home mortgages are now of this sort and have the following general 
characteristies 


1. The homeowner makes a monthly payment of interest and princi- 
pal, and usually taxes and sometimes insurance as well, Common 
times to maturily for mortgages are fifteen and thirty years; these 
are equivalent to 180 andl 360 monthly payments. 


2. The monthly payments are made to a firm, called a mortgage ser- 
vice firm, thal in turn makes the interest and principal payments to 
the owner of the mortgage, after deducting a fee for its services. The 
owner could be the mortgage service firm itself, but usually the 
mortgage has been sold to a permanent holder of (investor in) the 
mortgage. 


3. ‘Ihe payments for taxes and insurance go into an escrow fund, from 
which the mortgage service firm makes the appropriate payments. 
These payments are no longer part of this discussion. 


4. ‘The owner has the right to pay all or part of the mortgage ahead of 
time, almost always without significant prepayment penalty. This is 
the equivalent of a call feature on a bond and gives the mortgages, 
and any pool that the mortgages may be put into, an uncertainty 
not present in many other fixed-income investments. 


5. Often the borrower pays “points” when he takes out the mortgage. 
Points are a deduction from the proceedg of the mortgage loan. 
They may be considered a sort of call premium if the owner pays 
off the loan ahead of time, because Lhe full face amount of the mort- 
gage loan is paid, not the reduced amount actually lent to the 
owner because al the points. This is the case even if the borrower 
paye olf the Joan soon, such as within a year or (wo. 
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6, Partial mortgage prepayments reduce the principal due, but do not 
reduce the monthly payment. Instead, the number of payments is 
reduced, and the mortgage is paid off earlier than planned. 


7. Often mortgages are made under one of several programs offered by 
a United States Government agency. For example, both the Veterans 
Administration (VA} and the Federal Housing Administration 
(FHA) offer mortgages to qualified home buyers; their mortages are 
insured by the agency as to eventual payment of principal. 


WHAT IS DONE WITH THE MORTGAGES 
AFTER THEY ARE MADE? 


Most mortgages are not kept by the firm which originally makes 
them, but instead they are sold. Many of these are put together in a col- 
lection of mortgages, called a mortgage pool. All the mortgages in a par- 
ticular pool will have the same interest rate, the same period to maturity, 
the same kind of insurance (if they are insured), the same kind of prop- 
erty (in the cases we are considering, usually single-family home prop- 
erty), and other features as well. These other features can include the 
ratio of the payment to the borrower's income, the ratio of the mortgage 
to the value of the house, and the actual size of the mortgage. Sometimes 
these mortgage pools themselves are insured in addition to any insur- 
ance carried by the individual mortgages in the pool. 

Thus a mortgage pool will have the same characteristics as the un- 
derlying mortgages, and can be said to have a coupon rate, a final matu- 
tity date, possibly a form of insurance, and other features. 

Each mortgage pool then forms the basis for securities, with the 
pool itself as the source for the payments due on the securities. The pay- 
ments mace by the original borrowers are sent on to these security hold- 
ers according to one of several possible methods. The pool is assigned a 
pool number, and the securities issued for the pool are assigned CUSIP 
numbers, like any other security. 

Although several different pools may have the same characteristics, 
such as interest rate and time to maturity, the actual payments made by 
different pools will almost always differ somewhat because the borrow 
ers whose mortgages are in the different pools may make somewhat dif- 
ferent prepayments, The uncertainty of the prepayments by the individ 
ual borrowers on their mortgages in turn gives uncertainty to. the 
payments of the oortgage pools. We'll talk about what this does to the 
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pools, but first we must talk about the two different kinds of securities 
created by these pools. 


WHAT KINDS OF SECURITIES CAN BE CREATED 
FROM THESE POOLS? 


two different kinds of securities can be created from these pools: 
pass-throughs and pay-throughs, or collateralized mortgage obligations 
{CMOs). A pass-through security simply sends along to each security 
owner his or her pro-rata share in the payments received, according to 
the particular interest in the pool. For example, if an owner owned 1% of 
the pool, that owner would receive 1% of the total payments of interest 
and principal received by the pool, _ ; ; 

‘A CMO distributes the payments to individual security holders ac- 
cording to a predetermined schedule of payments. Some security holders 
will teceive principal payments before others, according to the agree- 
ment set up ahead of time. 

Here is an example to show the main features of these two different 
forins, and how they work. : 

Suppose Bill has borrowed $4800 on a morigage on his home, and 
he agrees to pay $100 each month on the principal, starting in one month, 
with interest at 6% per year. Bill has scheduled 48 monthly payments of 
$100 each, with interest starting at $24 in the first month and going down. 
by $50 each month. Thus Bill’s first scheduled payment, due in one 
month, will be $124, and the last scheduled payment, due in 48 months, 
will be $100.50 which will pay off the mortgage. Each payment is made to 

a trustee, who receives Bill’s payments and in turn sends the meney along 
to the owners of the right to receive the payments. 

Of course, in the rea! world, Bill’s payments would be the same, 
and not decrease month by month; the trustee would also be paid for any 
services, but in this example we have simplified things somewhat to get a 
more understandable explanation. . 

Suppose Bill’s mortgage has four owners, John, Mary, Sally, and 
Jim, Suppose that they agree to share equally each payment Bill makes. 
The trustee will send to each of them a one-quarter share of each pay- 
mont. Thus the first payment each will receive will be S31, representing, 
one quarter of Bill's first payment of $124, and the last payment each will 
fective, in monih ls, will be $25.13, representing their one quarter share 


ot Bill's Last paviment of 100.5) 
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Now suppose that in month 3 Bill includes an extra $40 payment on 
the principal. The trustee receives the extra payment, and sends the share 
to cach of the four investors, or $10. In future months the interest income 
of each will be reduced by $.05, because of the repayment. Bill will con- 
tinue to make the monthiy $100 principal payment, so each of the four 
will continue to receive a $25 share, until the last month, when Bill’s pay- 
ment will be only $60 (assuming he has made no additional prepay- 
ments), and each of the four will receive a final payment of $13, together 
with the interest on the last payment. 

This is a pass-through security. Each payment, including the extra 
payment, was distributed to the four participants according to each one’s 
share in the pool; each got one quarter of the payments Bill made. 

But suppose the participants don’t want to do this. Suppose, for cx- 
ample, that each will stil] invest $1200, but Jom wants his principal re- 
turned during the first year, Mary wants her principal returned during 
the second year, Sally wants her principal returned during the third year, 
and Jim is willing to wait until the fourth year to get his principal back. 
The loan could be structured in the following way: Each investor gets his 
interest on the amount owed to him, but all principal payments go to 
John first, then to Mary when John is fully paid, then to Sally when Mary 
is fully paid, and finally to Jim when Sally is fully paid. Thus during the 
first year, John receives $100 in principal payments each month, while 
tho other three get only their interest, which would be $6.00 per month. 
John’s interest would start at $6.00, but go down $.50 per month. At the 
thirteenth payment, John is paid off, and Mary starts to receive her 
monthly $100, with her interest declining each month by $.50. After two 
years, Mary is paid, and Sally receives her $100 monthly, and finally dur- 
ing the fourth year, Jim receives his monthly $100. A CMO has been cre- 
ated, and the four different classes of ownership, represented by the four 
different actual owners in this example, are called franches. 

Note that in the first case each owner received the same payments, 
and each owns the same security. Each security would have the same de- 
scription and the same CUSIP? number, and would receive the same 
pro-rata payments. In the sccond case, four different securities were cre- 
ated, each with a different principal repayment plan. Each of these four se- 
curities would have a different description and a different CUSIP number. 

Now suppose Bill makes his extra S40 payment in the third month. 
All of this extra payment will go to John, because he gets repaid first. 


John will continue lo pet his $1G0 monthly payments, but his interest will 
be reduced by $.24) per month becanse he was repaid the additional $40 
inthe third month, AC the twellth month, feoha will receive only $60, be- 


66 Chapter § 


cause he got the extra $4U earlier, and the remaining $40 of the payment 
will go to Mary, because she gets all the principal payments next. At the 
twenty-fourth month, Macy in turn will receive only $60, while Sally will 
receive a $40 payment, and al the thi th month, Sally will receive 
only $60, while Jim will receive his first principal payment of $40. At 
month 48, Jim will receive a final payment of only $60, because he re- 
ceived 540 in month 36. 

Of course, in the real world of CMOs, these would have annual ma- 
turities, not monthly maturities, and owners of later maturities, such as 
Sally and Jim, would receive a higher interest rate than owners of earlier 
securities, such as John and Mary, because their securities mature later. 
For example, John and Mary might receive a 5.3% interest rate and Sally 
and Jim might receive a 6.5% imterest rate. But this example shows the 
general principles of CMOs’ operation. 

You can easily see that Bill’s prepayment caused everyone's pay- 
ments to change. This is called a plain oanilia or sequential pey prepayment 
system. But you can alse easily see that quite complicated repayment sys- 
tems can be devised. For example, Bill’s $40 prepayment might go to Jim, 
along with any other prepayments Bill might make. In this casc, the cash 
flows of John, Mary, and Sally would remain unchanged, unless Bill pre- 
paid more than $1200 during the first three years, while Jim's payment 
schedule might change a lot. Or Bill's $40 prepayment might go to Sally, 
so that the payments of John and Mary would not change, but the pay- 
ments to Sally and Jim would change. A very large number of prepay- 
ment schemes could be devisca, even for this simple case. In actual prac- 
tice, the schemes can become quite complicated. 

You can also sev that Bill’s decision to prepay the $40 changes at least 
one schedule of payments, and may change everybody's schedule of pay- 
ments. Therefore, the prepayment decisions of the people whose mortgages 
are in the pool will make a big difference in the actual payments to the se- 
curity holders. This requires a look at how prepayments are measured ancl 
the effects of prepayment rate on the mortgage-backed securities. 


PREPAYMENT RATES AND HOW THEY 
ARE MEASURED 


People prepay mortgages for a wide variely_ of reasons. These in- 


Clude a move to another location; a sudden source of funds, stich ag from 
a bonus or inheritance, which allows paving, down or paving, olf of the 
Morty: a simple desire tor additional savings, which: an cloanclel 


Inte additional monthly prineipal payments: and other icasones 
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REFINANCING A MORTGAGE 


Refinancing the mortgage can be an important additional reason For 
prepayment. Refinancing depends almost entirely on the level of interest 
rates, because refinancing doesn’t pay unless it can produce a big interest 
saving. 

Not everybody can refinance a mortgage even if interest rates have 
dropped. A main reason may be that the borrower no longer qualifies for 
a mortgage loan: Family income may be down, other family loans may 
have increased, or the borrower may not personally qualify for other rea- 
soms. In cases like these, the borrower can only continue making the re- 
quired payments and hope that the situation will change. ‘he value of 
the house may have dropped so that the new loan can’t be large enough 
to pay off the old loan. Real estate prices dropped during the period from 
1986 to 1996, hampering some unlucky owners. 


PREPAYMENT RATES AND MODELS 


Tor individual borrowers, prepayments can’t casily be predicted, but 
for large groups of borrowers they can be with reasonable accuracy. These 
lead to the construction of prepayment schedules and ideas. If you know 
the prepayment rates of the mortgages in the pool, then you can predict the 
actual flow of funds, and better evaluate the mortgage-backed securities 
because you have a better idea of what their flow of funds will be. 

In carly 1996, the standard prepayment madel is the one publishe«t 
by the Public Securities Association (PSA). The Public Sccurition Associa 
tion is the bond market trade association composed of firms and banks 
active in any of the areas of debt securities. These include United Stites 
Government securities, federal agency securities, including, morlyaye 
backed securities, municipal bonds, corporate bonds, and money market 
instruments. 

The PSA, tocated in New York City, has a cumber of important 
education and information services on all aspects of debt securities. 
publishes stalisties, and engages in lobbying, for the debl securities in 


dustry. Anyone interested in (his field can obtain information directly 
from the PSA 

The PSA model slarts ala prepayment rate of 2%. during: the tiest 
monih, rises by seegeh Suececdiing, monly al levels Off al 6% al 30 
montis. This, in the loath mont, The prepayencnt rate wile be C2 ois C10) 


The PSA model har ceplaced proviows wadeby used niodebs Pheu 
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previcus models include a 12-year prepaid life (previously widely used 
for GNMA securities}, the Constant Prepayment Rate (CPR) model, and 
Federal Housing Administration (FHA) experience. Most major Wall 
Street brokerage firms have also developed their own econometric mod- 
els, for use by their customers and themselves. 

Mortgage prepayment rales, in carly 1996, were given as percent- 
ages af PSA. For example, 100% PSA means that the prepayment rate is 
exactly the same as the PSA model; 200% of PSA means a rate twice the 
PSA rate; that would mean a starting rate of 4% per month, imereasing in 
a straight line fashion by 4% cach month until it reaches 12% in the thirti- 
eth month, where it remains. In another example, 150% PSA means one 
and one/half times the PSA model. 


PASS-THROUGH SECURITIES AND HOW 
THEY WORK 


Pass-through securities all have fundamentally the same structure, 
illustrated by our simple example above. Mortgages, all with the same 
characteristics, are placed ina pool, given a pocl number, and the securi- 
ties are given a CUSIP number, All cash flows from the mortgages in the 
pool are passed along to the security holders according to their share in 
the pool, after subtracting the fee for servicing the mortgages. However, 
there are minor differences between the various kinds of pass-throughs 
offered by the three federal agencies that offer them, and by the private 
firms that also sometimes offer them 

Three different Federal agencies offer pass-through securities: the 
Government National Mortgage Association (GNMA), part of the De- 
partment of Housing and Urban Development (ITUD); the Federal 
National Mortgage Association (FNMA); and the Federal Home Loan 
Mortgage Corporation (FHLMC or “Freddie Mac”) 

GNMA pools are composed solely of mortgages with PHA or VA 
insurance. These pools are assembled by private concems, approved by 
GNMA, and sold to the public. GNMA sccurities also have a United 
States Treasury guarantee of interest and principal payments. FNMA and 
FIILMC pools are mostly composed of conventional mortgages, al- 
though there are a few with FHA or VA insurange. Also, ENMA and 
FHLMC pools do not have a‘Treasury guarantee of payments, However, 


the agencies themselves puarantee payment, and Uhere ix ne reason to 
doubt the overall quality of fhese securities. Phe underlying, mortyayes of 
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each pool must pass strict quality requirements before they are put into a 
pool. As a result of the Treasury guarantee, GNMA sccuritics tend to sell 
for somewhat lower yields than FNMA and FHLMC pass-throughs, al- 
though there is no reason to doubt the soundness of the last two. The 
FELA and VA insurance guarantees that the mortgages will be paid; it just 
doesn’t guarantee that interest will be paid currently while you wait, in 
case of a mortgage payment delay or default 

All of these pay monthly interest and principal. interest payments 
will decrease each month as principal is repaid, but principal payments 
will fhictuate monthly. Generally, principal payments should increase, as 
interest payments decrease because interest is paid on smaller principal 
amounts, but principal payments will reflect prepayments as well as the 
scheduled regular principal amortization payments. Because of these 
prepayments, principal payments on these securities can fluctuate widely 
month by month. Each individual security holder should keep records on 
his own payments. 


COLLATERALIZED MORTGAGE OBLIGATIONS 
(CMOS) AND HOW THEY WORK 


‘The previous example shows the general principles of operation of 
a CMO. The mortgages are placed in a pool, and the funds received from 
the mortgage payments are distributed by a trustee who follows the plan 
set up when the CMOs were originally sold. The pool receives a number, 
and the securities backed by the mortgages in the pool receive CUSU! 
numbers, but a large number of different securities could be issucd based 
on this pool, whereas with a pass-through security, only one type of seeu- 
rity is issucd. 

The wide variety of possible securities available from the one pool 
allows the underwriter of these securities to offer them to a wider variety 


of investors. In our example above, John wanted securities maturing in 
one year, while Jim wanted sccuritics maturing in four years. By structur- 
ing the Joan in tranches, the underwriter could give both John and fim 
(and Mary and Sally) securities That met their needs. In this way, the un- 
derwriler has greatly expanded the market for morlgaget 


ked securi- 
ties. The whole point of this diversity of CMO offerings is precisely this 
market expansion. fo theory, andl lo some extent in practice, this expan: 
sight bonelits everybody: Tae isin gets wicker market for the securities 
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the investor has a wider choice of offerings to meet her needs, and the 
underwriter (or middieman) earns more money. 

The wider diversity of securities has also removed from some of 
them a lite of the uncertainty about the exact time of repayment, but has 
increased this uncertainty in others. Another price paid for this diversity 
is that these offerings are complicated, and in many cases hard to under- 
stand and hard to evaluate. 

The first, and simplest, CMO was a simple tranche, as outlined in 
the example above. In that case, four tranches were created, and the prin- 
cipal of each tranche was paid in full before principal payments started 
on the next tranche. Towever, each tranche received current interest pay- 
ments on the amount outstanding. Thus John was paid in full before any- 
body else because he owned the first tranche, but everybody received in- 
terest payments when due. This system is called a plain vanilia tranche. 

Note that cach tranche will have a planned average life, but the pre- 
payments will affect that average life. In the first CMO offerings, all the 
socutities were plain vanilla tranches, but in 1995 only about 25% of the 
total are such. 


Z-Bonds and How They Work 


The first change to wholly plein vanilla tranches was the introdue- 
tion of Z bonds. These are not zero-coupon bonds, but rather receive 
their interest in the form of additional principal amount of bonds. Only 
when the bonds in the preceding tranches have been paid off do the Z 
bonds start receiving interest payments in cash, as well as amortization 
‘of the bends. This allows the interest flow, which would normally go to 
the Z bonds, to flow to the previous tranches, so that these tranches will 
be paid off somewhat earlier than would otherwise be the case. [In bur ex- 
ample, if Jim’s bond were a 7 bond, he would receive no interest pay- 
ments, and the interest earned on his bonds would retire the bonds of 
John, Mary, and Sally. Jim would, however, receive additional bonds 
instead of interest. Only after Sally’s tranche was paid (the last tranche 
before Jim’s bonds) would Jim start to receive interest and principal. 
Jim’s interest would be paid on his lola! principal acerual, including, the 
bonds paid to him as interest. In 1995, about 4% of total CMOs were 
Z bands. : 

The accretion on 7 bonds can also be used to pay down another set 
of tranches. This gives these other tranches a well defined auitarity, se 
they are called Very Accurate Dadioed Matarity (ADIN) laiches 
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Planned Amortization Classes and How They Work 


Planned Amortization Classes (PACs) are another kind of CMO 
which can be used in structuring a CMO deal. PACs are sct up so that they 
havea high degree of certainty as to prineipal repayment, First, the sinking 
fund is determined so that it won’t change within a wide range of prepay- 
ment Second, the PAC can make payments on principal at the same time 
as some (or all) of the other CMO classes. Thus the PAC will receive its. 
scheduled repayments no matter what the status of the other classes. This 
increased cash flow certainty makes the PAC more attractive. 

The uncertainty doesn’t go away; it imply reassigned to other 
CMO cla In cur previous example, we could make John’s repa’ 
ments more sure by having all prepayments during the first year go to re- 
duce Mary’s loan, rather than John’s loan. Thus John would get his 
scheduled repayments, while the $40 prepayment would go to Mary. 

Another way to do this would be to split John’s loan tu two parts, 
say $600 each. Imagine that John owns S600, and Josette owns the other 
$600, and that a prepayments go to Josetle, not to Joha, When Bill makes 
his $40 prepayment in the third month, Josette gets the whole $40 in ad- 
dition to her planned principal payment; John gets only his planned prin- 
cipal payment. Joselle has absorbed all the uncertainty of prepayments 
for the first year. This kind of tranche (owned by Josette) is variously 
called a non-PAC, companion, ov support tinche. Return and average life 
are much more variable in this kind of tranche, because companion 
bonds absorb much or all of the variability of prepayment. Almost any 
type of bond can be a support to other tranches by appropriately arrang- 
ing the flow of funds when the entire CMO deal is set up. For example, 
Josette’s companion bond could have a planned maturily schedule of 
four years, but absorb all the prepayments made on the entire issue (at 
least until Joselte’s bonds are paid off). How could anyone predict the ac- 
tual lifetime of Josette’s companion bonds? 

PAC bonds can be set up with amortization depending on the level 
of prepayment of the issue, They could be structured so that no change to 
the planned amortization schedule occurred unless the prepayments 
were ala certain predetermined level of PSA rates. For exampie, the 
arrangement could be that no additional payment would be made unless 
the issues prepayments were ontsice a range of 200% around PSA rates, 


aliwhich point ostra principal payments would occur, Perhaps no princi- 
i P 


pal payments would be made unless: prepayments were outside the 
range Ob The ab PSA tare af PSAL Another PAC might have a 100%. 
range, save Prom QU car PSX fe DE Ob SA Cteadhy the second case: 
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would be less secure than the first because prepayments are more likely 
to move outside the 100% range than outside the 200% range. The first 
case would be called a PAC | and the second case a PAC Il. Maturity 
schedules of PAC | bonds would be more certain than those of PAC TI 
bonds. Additional classes of PACs would be possible. 


Other CMO Securities 


Targeted amortization classes (VAC) bonds receive their planned 
moburity schedule only if prepayments are at a predetermined level. If 
prepayments are at a different level, TAC bonds may reccive principal 
payments earlier or later than planned. i 

Interest Only (IO) and Principal Only (PO) securities, as their names 
imply, receivea share of only the interest or principal, when it is paid. ff in- 
terest is not paid, the Interest Only securities will not receive any; extensive 
prepayments could result in an actual loss on IO securities. PO securities 
will receive their principal when thatis paid; prepayments are beneficial to 
them, because they will receive principal sooner than planned. Both these 
securities are sold at deep discounts from their principal amounts (for PO 
securities) and their “notional” amount (for 1O securities). 

Sometimes a Z-bond may have interest payments start early, based 
on a trigger event, such as a high prepayment rate or a large change in 
bond yields. These are called Jump-Zs. Jump-Zs that continue paying in- 
terest even if the trigger event stops are called “sticky” Jump-Zs, while 
“non-sticky” Jump-Zs return to their original payment schedule. Not 
many of these have been issued recently (as of May, 1996), but some are 
still outstancling in the market. 

Residuals are securities that receive payment after all the other se- 
curities in the issue have been paid in full, This gives residuals a wide 
range of possible values. 


INVESTMENT IN MORTGAGE-BACKED 
SECURITIES 


These securities are complicated, and are not for everybody. Even 
the simplest of them requires extra effort to understand; many require 
extra accounting, for receipt of principal and interest, the (ax treatment 
can be more complicated; Hey are harder (o trade; and they hive wider 
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spreads when you do trade them. Many of them have relatively high 
market risk. Why would anyone want to buy them? 

More money, that’s why. They yield a higher return than standard 
Treasury bonds, but in many cases have almost the same guarantee. 
GNMaAs, for example, are guaranteed as to payment of intorest and prin- 
cipal by the United States Treasury, and many others have insurance by 
an agency of the Linited States Government, such as the Veterans Admin- 
istration or the Federal Housing Administration. Historically, GNMA 
obligations have returned from .8% to 1.5% more than, United States 
Treasury obligations of comparable maturity, a very worthwhile income 
increase. GNMAs are fully subject to state income taxes, but for invest- 
ment accounts which are exempt from income taxes, such as IRAs, Keogh 
plans, and other deferred or retirement accounts, investments in CMOs 
can be quite worthwhile. 

However, if you invest in these, you should have a complete de- 
scription of your securities and keep it im a safe place. The Official State 
ment or Prospectus would have such a complete description; make sure 
you get one. The issue's trustee can also answer additional questions. 
You should probably consult as well with your tax advisor before mak- 
ing any proposed investment. 

Most individual investors should probably stick with the more 
common and straightforward investments in mortgage-backed securi- 
ties. These include GNMA and other pass-throughs and the more stan- 
dard CMOs. They probably would be well-advised to avoid the more 
exotic CMO issues, and many well-regarded brokerage firms won't even 
deal in them. 


FINANCIAL DERIVATIVES 


One of the characteristics of the fixed-income markets since the late 
1960s has been a high degree of interest-rate volatility. The reasons for 
this have been subjects of endless debate—as well as more than a few po- 
Jitical campaigns—but the markets have had to adapt to it nonetheless. 
Along with the volatility have come iarge budget deficits and a large vol- 
ume of Treasury securities issues 

The Primary Dealer community, which underwrites these new 
Treasury issues, has limited capital with which to distribute this large 
voluine of securities, and thal shortage of capital has been exacerbated by 
the volatility. Clearly, the dealers had somehow to reduce part of their 
very high risk 
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The solution tumed out to be financial derivatives, or investment 
products whose price performance is derived from another instrament. 
The best known derivative product te average investors is probably the 
call option and the put option on common stocks, which have their value 
based on the value of a common stock. For bonds, a wide variety of de- 
rivatives has also been developed. The best known are financial futures, 
but the market has also developed options, both exchange-traded and 
over-the-counter. Collectively, these derivative products have changed 
forever the face of the fixed-income markets, especially the United States 
Goyernment securities market. 


Financial Futures 


The original derivative product in the fixed-income markets was a fe 
nancial futures contract. Futures coutracts have traded for many years in 
the agricultural and metals arena. They are bilateral agreements to make 
and take delivery of a physical itemn at some agreed future time, at some 
agreed price. Originally, agricultural and metal products traded for future 
delivery on an over-the-counter basis, However, because of the predictable 
seasonal nature of agricultural demand and supply, trading for Future de- 
livery became larger than trading for immediate delivery, Futures ox 
changes were founded to bring order to a chaotic marketplace and to stan- 
dardize the contracts, thereby enabling buyers to unwind their positions 
without going back to the original sellers, This unwinding of a position is 
called closing ou! a position; a position in a future, either long or short, is 
called an open position. If a person has purchased a future, that is, Ne 
promised to buy the commodity traded, that person is said to be Tong as : 
tohavea fong position. The person who has sold the commodity is said to be 
short and to have a short position. Clearly the long and the short positions 
must offset each other. The total open positions is a measure of the popu- 
larity of the contract and the extent of its trading activity ; 
“Futures markets exist for wheal, corn, rye, cocoa, cotton, coffee, tin, 
gold, silver, oil, pork bellies, and a wide variety of other commodities. 
These markets are reported in the financial pages of most major daily 
swspapers, 
ai What worked for wheat and corn would also work for debl securi- 
ties, in 1970 the Chicago Board of Trade (CBT) began trading in futures 
on GNMA pass-throughs, and in 1975 the same exchange began trading 
in futures on Treasury bonds. Lf Uhe daily trading, volume in Treasuries is 
so much larger than the trading volume in GNMAs, why was the GNMA 
was altendy: a fqaidl narket 


contract started first! Simply because th 
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in GNMA securities for forward delivery, and the CBT wanted tu give a 
new concept every chance to succeed. 

Succeed it did, beyond their wildest imaginations. In 1996, the bond 
futures contract traded a larger volume than any other financial futures 
contract and is by far the most important one. In terms of representative 
dollar volume, it traded more than any other single exchange-traded in- 
strument. Stock index futures and options, which were introduced in the 
early 1980s, trade more contracts on a daily basis, but each contract repre- 
sents only a fraction of the principal, and risk, of the CBT contract. Often 
the liquidity provided by the traders in the CBT bond pit has been essen- 
tial to the smooth functioning of the bond market itself. 

‘The primary reason for its trading success is that the CBT contract isa 
proxy (or the entire long-term Lreasucy bond market, That is, at expiration 
of the future contract, almost any Treasury bond with more than 20 years 
to maturity can be delivered in satisfaction of the contract. Furthermore, as 
apposed to delivery of a commodity, such as wheat or copper, delivery of 
Treasury bonds is easy and convenient, and done electronically. Obvi- 
ously, some mechanism was needed to equate, for delivery purposes, all 
the deliverable issues, with a variety of coupons, maturities, and yields. 

The mechanism chosen by the CBT was the creation of an imaginary 
bond thal the futures contract represented: an 8%, 20-year bond. ‘Thus the 
price at which the futures contract trades is the one at which an 8%, 20-year 
bond would be delivered when the contract expires. Other coupons and 
maturities arc equated to the imaginary security through the use of conver- 
sion factors, which adjust the principal amounts of bond to be delivered. 
Bonds with coupons higher than 8% and maturities longer than 20 years 
have conversion factors higher than 1. When $100,000 is divided by the 
conversion factor, the deliverable amount of securities is determined, and 
that amount can be delivered at the futures price. 

The equivalent delivery price and the current price for the security, 
are almost never the same, even for the “cheapest to deliver” security. 

Why? When bonds can be carried at a profit, the futures price is always, 
Jower than the equivalent delivery price, and when the yield carve is in- 
verted, the futures contract is always higher. This phenomenon, called 
convvrgence, is purely a function of the cost of carry. 

If you could buy a bond to yield 12%, finance it at 8%, and sell it in 
three months for today’s price, you could lock up a 4% profit per year, or 
1% per quarter. In such a case, the futures contract should decline in price 
for cach quarterly expiration, by approximately the cost of carry divided 
by the conversion factor, H vou were to buy the bond, finance it, sell the 


futures contract, one cleliver the bord al tatures expiration, you shout 
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realize 8%, the short-term yield. This relationship, which is basic to the 
futures markets, js still not comprehended by many bond market partici- 
pants, who still think that they can buy bonds, sell futures, and vealiz«: 
the full-bond yield. 


Other Bond Futures 


Other bond futures are also traded. Municipal bond futures are 
traded on the CBY, but here there is not even a bond to deliver. The mu- 
nicipal future is based on appraisals of recently issued mumicipal bonds 
which meet the requirements for inclusion in the index. As such new 
bonds are issued, they replace bonds previously in the index. Because the 
index is based on appraisals only, and subject to change in the bonds in- 
cluded, it is not possible actually to deliver any security at seltlement 
date. All futures transactions are closed out on settlement day if they 
have not been closed out earlier. Trading in the municipal bond future is 
jess than one-tenth of trading in the near T-bond future, although the 
municipal index is still an actively traded future. 

Futures also exist on Treasury notes, Treasury bills, and Federal 
Funds. 


Tuterest Rate Options 


If the theory surrounding financial futures is relatively straightfor- 
ward, the one surrounding options is anything but simple. Whereas a fu: 
tures contract isa bilateral agreement requiring both sides to perform at 
expiration, an option is the right to institute a transaction at any time be- 
fore expiration. More precisely, the owner of an option has the right, but 
not the obligation, to exercise the option on or before the option’s expira- 
tion date. For example, if you own an option to buy 100 shares of AT&T 
common stock at a price of $63 per share on or before March 15, you own 
a call option. You may, if you wish, exercise the option, on or before 
March 18, and buy the AT&T common stock. Similarly, a put option 
gives the owner of the option the right fo sell the underlying security, 
which may be a stock, a bond, or any other security, at an agreed-upon 
price, on or before an agreed-upon dale. 

If the buyer and seller of a futures contract share equal status, the 
buyer of an option has a decidedly better position than-the seller 

Not surprisingly, then, the option buyer pays the seller a price tor 
that beller position. That price, called the prea 1 a funetion of several 


faciors, 
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* Strike price: The price at which the option buyer can execute the 
transaction, 


© Term: The number of days until the option expires. 


. hirestment yield: The yield to the holder of the security that under- 
lies the option. : 


* Alternative yield: The yield to the holder of an instrument that ma- 
tures at the same time as the option expires. 


* Price volatitity: The historical or implied volatility of the price of the 
item that underlies the option. r 


Based on this information, you can calculate (or buy a computer 
program to calculate) the “theoretical value” of any option. Theoretical 
valve is the premium level at which a theoretical investor would be indif- 
ferent between owning the option and the equivalent position in the un- 
derlying instrument. For a call, or the right to buy the instrument, the 
equi valent position would be owning the instrument itself. For a put, or 
the right to sell the instrument, the equivalent position would be short 
the instrument itself. 

: Obviously, however, from even this basic information, the risk inher- 
ent in the positions isn’t atall the same. When you buy the instrument and 
the price falls 10 points, you are out the full 10 points. Had you bought a 
call on the instrument for 2 points, you could lose only those 2 points, no 
matter how far the instrument itself fell. On the other hand, should prices 
remain relatively the same, the option’s value would most likely decline 
until, at expiration, most or alll of the 2 points would have disappeared. 

This property has caused options to be termed wasting assets, which 
has given them a connotation chat they do not deserve. Options have 
often been regarded by regulators as speculative, or inherently inferior, 
investment vehicles, for two reasons: ‘ 


* They atford higher leverage than is currently available in common 
stocks, but lower leverage than is generally available in government 
securities. The reason for this is that common stocks have higher re- 
quirements for borrowing against them (called margin) than gov- 
ernment bonds. 


+ They are wasting assets 


This image has probably done more to obscure the true nature of op= 
Hons Thar any other possible misconception The trv 


value of options, and 
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of futures, is that they can change the nature of the underlying instrument, 
and thus afford the portfolio manager a much wider range of management 
tools, These canbe used for both hedging and speculative purposes. 

Used in conjunction with positions in the underlying security, de- 
tivative instruments can add or subtract volatility, increase or decrease 
risk, and enhance or reduce total return. Certain combined positions 
have become relatively well known among options professionals: 


© Covered call: This is the sale of a call against the holding of the un- 
derlying instrument. Here the manager is selling the potential for 
large gains in the future in exchange for cash today. 


+ Married put: This is the purchase of a put against the holding of the 
underlying instrument. The manager is buying insurance against 
catastrophic market decline, with the cost to be subtracted from the 
instrument's total return. 


Cash-secured put write: This is the sale of a put against the holding of 
a cash-equivalent instrument. The manager is selling the potential 
to profit from a rise in rates in exchange for cash today. 


Money-market call (90/10k This is the purchase of a call against the 
holding of money-market instruments. The term “90/10 comes 
from the practice of investing 90% of the funds in short-term instru- 
ments and 10% of the funds in calls, but the description is somewhat 
outdated. Here the manager reduces substantially the risk of owning 
the underlying instrument, with the cost of that risk reduction being 
subtracted from the total return of the short-term portfolio. 


Other option strategies may be appropriate, depending on the man- 
ager’s market outlook and the relative cost of various options. Choosing 
among them requires you to know some basic rules about options and 
options market 

An optio! 


heoretical value is made up of two parts: 


© Intrinsic value, or the option’s value if exercised immediately, and 
© Tine value, or the value of being able to delay the decision to exer- 


cisear nol 


Intinsic walnie will be positive if the call’s strike price is lower than. 
Li the strike 


orice of The underlying instrument, Por examp 
a1, the option has a positive i 
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trinsic value, Tt will be negative if the strike price is higher than the trad- 
ing price. An option with positive intrinsic value is called in-the-money; 
one with zero intrinsic value is called af-the-money, and one with negative 
intrinsic value is called out-of-the-moreu. . 

Time value is made up of the premium minus the intrinsic value. 
Obviously, when an option is out-of-the-money, the negative intrinsic 
value is added to the premium to produce the time value. 

It is important to remember that: 


* The higher the intrinsic value, the lower the time value. In other words, 
the options with higher premiums, and thus higher intrinsic values, 


will hold their prices better over time than those with lower premi- 
ums. 


* Unless the premium is very high, options do not move as fast as the under- 
lying instruments. The percentage of the underlying instrument's 
move that an option moves is called the della, or hedye ratio. The 
delta of an at-the-money option is usually about .5 and it rises or 
falls as the intrinsic vaiue rises or falls, 


© An option’s premium does not increase as much as the ternt increases. For 
an at-the-money option, the premium will increase by the square 
root of the increase of the term, Thus, if a three-month option has a 
premium of one point, you would expect the six-month option to 
have a premium of 1.414. 


: Call and put options exist on Treasury bonds and several different 
issues of Treasury notes. The most active option is on Treasury bonds. 
They aze traded on the Chicago Board of Trade, and are quoted in most 
major financial daily newspapers. 

With this information and several uninterrupted days, you could 
work out many options strategies. : 


CHAPTER 6 


Municipal Securities 


In 1975, New York City seemed to be going broke, After rapidly in- 
creasing its outstanding debt for more than ten years, the city defaulted 
on a note issue, although not on any of its bond issues. Suddenly the 
market prices of its other debt obligations—rated A by the rating agen- 
cies untit then—declined dramatically. The city was in trouble. Not only 
were its existing debt issues losing value in the fixed-income market, but 
its looming bankruptcy cast a shadow over the entire municipai bond 
market, After ten years of sometimes painful austerity, the city regained 
its former high ratings and became a “going concern’ once again. Yet its 
troubled times made it impossible to regard the quality of local debt as 
unimpeachable. 

New York City, however, was not the first municipal issuer to en- 
counter rocky times. Ancient historical documents tell of occasional de- 
faults as long, as 2000 years ago. 
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DEFINING MUNICIPAL SECURITIES 


Municipal securities are debt securities issucd by states, cities, town- 
ships, counties, political subdivisions, and Linited States Territories, and 
Ihvir authorities and agencies, The capilal raised by these securities is used 
lado such things as build a new high school, construct a water purification 
plant, extend a state highway spur through a cural area, erect a multispert 
center, and sometimes just refund old debt. “Munis” provide the finances 
that tuel growth and that generate income for local government. 

In the United States, municipal debt has a history almost as long as 
that of the country itself. In the 1820s booming cities needed money to 
grow, and they raised funds by issuing bonds, By 1843, when the first 
records were kept, outstanding municipal debt was al about $25,000,000. 
Spurred by the needs of a sometimes violently growing nation, particu- 
larly by the building of the railroads and the development of the West, 
state and local governments issued more and more debt. The Panic of 
187 and the depression of 1893 took the momentum away fer only a Few 
years, and by 1900 the outstanding municipal debt fevel had reached the 
$2 billion mark. 

In 1913, the introduction of the federal income tax was to have pro- 
found effects on just about all aspects of living in America. With respect 
io municipal bonds, it raisect a states’ rights question: May the federal 
yovernment tax income from state and local debt? Two landmark cases 
of the [80s had laid the groundwork for a decision in this area: The 
Supreme Court cases of McCulloch vs. Maryland (1819) and Pollock vs. 
Farmer's Loan and Trust Co. (1893) made states all but immume to interfec- 
chee by the federal government. As a result of these cases, interest on 
municipal bond debt was completely exempt from federal income taxes 
untilthe Tax Reform Act of 1986 was passed. 

Lven then, however, some people, including even some municipal 
hond attorneys, privately believed that there was in fact no real constitu- 
lional basis tor exemption of municipal bond interest from federal taxa- 
Lion, arid moves to impose a lax go back at least to Depression times. In 
The tiid-1930s the Roosevelt administration tried to tax this interest, but 


failed 
In F983, Congress requised municipal bonds to be in bearer or book 


entry form forthe interest income to be uxempt from federal income taxes. 
The state of South Carolina brought suit, claiming that this was an uncon 
Stilutional invasion at states’ rights. The state lost, and the Supreme Court 
valded iis epinton thal Congress had the right fe las munis ipal bone ity 
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eee income if it wished to, Congress has not done this so far, but the right 
sia a pee ie S now cleac, and the exemption of municipal bond 
eee menme ederal income tax now clearly has no constitutional 

However, the Tax Reform, Act of 1986 (TRA) did subject some mu- 


nicipal bond interest to possible income tax—the federal Alte nati 
$ * a 
a ; : ax—the federal Alternative 


This Act distinguishes between municipal bonds issued before Au- 
Bit q 5 1986, and those issued after that date, with a few exceptions. 
lumi issued before this date retain the tax-exempt features that they of, 
fered befoce it, Any municipal bond issued after this date falls into one of 
three categories, depend ing on its purpose: . ani, 


Public purpose bonds, issued directly by the state or local govern: 
ment, are used for traditional mumicipal projects, such oa ne 
building or highway improvement program, projects that 
ay responsibility of government. These munis are 

Private activity bonds, even if they are issued by the 
government or an agency, supply funds for “private” projects 
like a sports arena, shopping mall, or civic center These bunds ane 
subject to federal taxation, but they may be exempt from state or 
local taxes in the states in which they are issued. Note that even if 
a bond has mostly a public purpose, even a small private purpos 
may make it into a private purpose bond, This could epee, ita 
Private concern used part of a public facility. For example ifs 
school were built, which included a cafeteria for the ehildien and 
a private calering concer actually provided the food, this might 
be enough to convert the issue into a private purpose eae 8 

Nongovernmental purpose bonds raise funds for “nongovernmental” 
(but not “private”) uses, such as housing or student foans. These 
ate tax-exempt, but the TRA puts a cap on the amount that a ae 
nicipality may issue of such bonds and the income is treated as 
preference item for purposes of the alternative minimum tax. 4 


state or local 


Asa result, the phrase “municipal bonds” is no longer yronymor 
a rase “municipal bonds” is 
ees 1 longer synonymous 


Suen fer fax exempts.” Although a fax exempt municipal bond’s 
erest payments (usually on a semiannual basis) are 


mete ! exempted ff 
federal taxation, any profil Irom ils Paras 


purchase or sale is not exempt. Like- 


Wise, they are not exempt trom Personal property or estate taxes: 
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Because of the tax-free feature, municipal bonds generally carry 
Ivor interest rates than corporate or United States Treasury bonds. In- 
ce tons in higher tax brackets may actually achieve higher dollar returns 
with the lower yields, Suitability is partly determined by asking: What 
jue re corporate bond yield weuld the investor need to equal the tax-ex- 
cmp! return of the muni being considered? To answer this question, you 
hie! convert the tax-free yield into the equivalent laxable yield. The tor- 


toilet 


? . Tax-free yield ( 
‘Taxable equivalent yield = jay, Tas praca 


dor example, an investor is in the 28% tax bracket. She purchas Sa 
uniiapal bond paying, a tax-free rate of 6%, She is also considering a 
ceaporate bond with a yield of 7. Which bond—the muni or the cor 
[euate tlers her the greatest yield after taxes? 


. veld = lav tree yield @) 
Faxable equivalent yield = 7553 "Tax bracket { 


* [00% — 28% 
= 8.33%. 


fee yet the same after-tax yield as the muni, the corporate would 

fees bealler an $.33% retum. The investor buys the muni. 
iy amu instances, the interest payments are also free of state and 
han alineaine tases, usaally on the condition that the bondholder live in 
Hh. vine clile_as the issuer. (A fow states, however, tax the income from 
Ui is abil.) This triple exemption is always a feature of some issues, 
ela fheool Puerto Rico, the U.S. Virgin [slands, and other territories 
hoavthing, the intreductien of the income tax into the American 
\ovoat Ide had the effect of fostering, interest in municipal bends. AL 
thow te ihe Creal Dopression of the 1930s certainly set the market back, 
healt svete not as severe as after 1873. During World War IL outstand- 
by uiiniapal debt Jeveks actually dropped because the country’s re 
foe wwene hei: asec to win the war. After the war, however, new is- 
ve penlicrated. Prom $id billion outstanding in 1945, the JO80s saw 
Mout OW billion, and in early 1996, oustanding tis-esempls had 


nob bover one Hillions dollars, 


a 
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THE PRIMARY MARKET 


When a municipality needs more money than it receives from tax 
and other regular revenues, it has the option of “borrowing” against fu- 
ture tax revenues. That loan takes the form of a municipal bond issue. In 
effect, the state or local government, or the authority or agency, promises 
to pay lenders the face value of the bond (the principal amount of the 
loan) at maturity, out of future tax or revenue dollars. Given that a mu- 
nicipality chooses to take such a loan, how is it arranged? 

The Federal Reserve System brings United States Treasury bond is- 
sues to the market through the primary dealers. Is there such an agency 
that does the same for state and local issuers? There is no agency, but 
there are brokerage firms that specialize in “underwriting” municipal 
bond issuers—that is, bringing them to market. 


The Municipal Bond Dealers 


The many new municipal issues—or “primary offerings”—have 
fostered a vast underwriting industry. Of the several thousand securities 
dealers and commercial dealer banks registered with the SFC, only about 
a thirc’ are active underwriters. Many of them are regional underwriters 
that handle their communities’ business and even some major state is- 
snes. Still, over half of the total volume in municipal underwriting is con- 
ducted by fewer than thisty firms in New York, in Chicago, and on the 
West Coast. 

The community of municipal bond. dealers is varied. Most major 
brokerage houses have departments devoted to underwriting and trad- 
ing municipal securities. Other smaller firms specialize in municipals, 
sometimes even in particular types of munis, such as housing bonds. 
Some “retail” dealers trade munis largely or solely with individual n- 
vestors, Commercial banks that are dealer banks, also members of the 
dealer community, under the provisions of the Glass-Steagall Act, must 
limit themselves to underwriting general obligation bonds, with a few 
exceptions. 

These dealers and dealer banks take care of the distribution of the 
new bonds, through their sales forces, to traditional muni bond investors. 
Houscholds, property and casually insurance companies, and commer 
cial banks account for over 90% of all municipal bond purchases. Pension 
funds don’t buy municipal bonds because they are already tax-cxempt 
and buy higher yielding, corporate anc Treasury hones instead 
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The Financial Advisor 


‘The issues’s first step may be to seek the services of a financial advi- 
sor. Most state and local governments are not adequately staffed or expe- 
Fenced to offer a bond issue without such “outside” advice. They rarely 
come to market, and have no reason to develop this skill. This financial 
ad viyor's role is more often assumed by the relatively small regional un- 
derwriter than by the major dealer. The smalicr regional dealer has finan- 
cial advisor specialists who may undertake service in this capacity on a 
fee basis. : 

One of the first decisions that the advisor helps the issuer make is 
the type of bond to be offered. Municipals can be divided into two broad 
categories: 


* General Obligation (GO) bonds, which include limited tax bonds 
and special assessment bonds. 


* Revenue bonds, which include industrial development bond: 


: Pe 
cial tax bonds, and public housing, authority bonds. 


Any of these types may or may not be tax-cxempt depending on 
their date of issuance and purpose 

General Obligation bonds may be issued by slates, cities, towns, or 
counties. All GO bonds are, in one way or another, backed by the taxing 
power of the issuer. Therefore, only an issuer with the power to tax may 
issue GO bonds. Hence these bonds are also referred to as full faith and 
credit bonds. Defaults are rare, and principal and interest are paid regularly. 

Generally, states have greater taxing powers than their political 
“local” subdivisions—cities, towns, villages, school districts, counties— 
and they usually rely on personal and corporate income taxes, as well as 
on sales and gasoline or highway use taxes as security for the bonds. 
Usually without the taxing powers of states, local issuers have to rely on 
ad valorem (assessed valuation) taxes to back their GOs. Such taxes, the 
most common source of security revenue, are often levied in mills per 
dollar of assessed valuation (a miil equals one tenth of ene cent). For ex- 
ample, if a property is assessed at $100,000 and the tax rale is § mills, the 
tax due is $800 ($100,000 x 008) 

When a legal limit is imposed on the taxing power of the issuer, 
general obfigation bonds are then called Limited tay bons; in aller words 
faxes may not be raised indefinitely to cover ihe debt. Bonds ret re 
stricted ia This way are ¢ 


walled teafiauited tax bones 
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Special assessment bonds are secured by an assessment on those who 
benefit directly from the project. For example, if sidewalks are put in 
with the proceeds of the issue, the residents of the area in which the side- 
walks were installed are assessed. 

Reveite boads may be issued by an agency, comunission, or author- 
ity created by legislation in order to construct a “facility,” such as a toll 
bridge, turnpike, hospital, university dormitory, water, sewer, and clec~ 
tric districts, or ports. The fees, taxes, or tolls charged for use of the facil- 
ity ultimately pay off the debt. Governments with the power to tax also 
issue revenue bonds, but restrict the debt service funds to only those 
funds from the governmental enterprise which generates these revenues; 
the government itself does not pledge its own credit to pay the bonds. 

Since the municipality itself doesn’t back such bonds, they are 
frequently riskier than general obligation bonds, and frequently pay a cor- 
respondingly higher interest rate. Defaults, while not frequent, can occur. 

In some cases, especially with respect to sewer and electric system 
special assessment bonds, the underlying municipality or state assumes 
liability for the debt service if the income from the project is insufficient 
Such issues are thus more like GOs than revenue bonds, and they are re- 
ferred to as double-barreled issues. 

Industrial revenue or industrial development bonds enjoyed a vogue in 
the 1960s, but legislation has since curtailed them somewhat. With this 
type of issue, an authority created by a municipality would float a 
“tax-exempl” bond, construct a factory with the proceeds of the bond 
issue, and then enter into a long-term net lease agreement with an indus 
trial corporation. The “rent” would pass through the authority to the 
bondholders as tax-exempt income. In effect, the corporation construc Teal 
anew plant at municipal borrowing rates, which are lower than corpo 
tale borrowing rates due to the tax-free nature of the interest income 
Sinaller issues (below $10 million) may still be offered, and issues already 
culslanding in the secondary market are not affected. They may, how 
ever, be subject to the federal aliernative minimum income bax as tay 
ssentially restricted to those that in 


preference items. New issues are © 


Prove civic services, such as airports, harbors, mass transit, or pollution 
control facilities, ‘The securily behind any industrial revenue or develop 


i bond is the lease entered into by the corporation and the issuer, aud 


mi 


the ability of the corporation to pay ibs bills 

Joes are shorllerns instruments, ustally issued with maturities af 
Jess Chana year. They are discussed in Chapter 2 on Money Market ln 
struments. Notes are issued under a different set ob bays than bond: 


souriteotteres) by bonds is bether thane the securely ol 


Somoetinies the 
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fered by notes; for example, when New York City defaulted on its notes, 
it continued to pay interest and maturing principal on its bonds. 

Certificates of Participation (COPs) are usually paid from lease rev- 
enues of real property or equipment which is used by the issuer. Exam- 
ples of these include office buildings, trucks, and computer equipment. 
Debt service payments require annual appropriation by the issuer's gov- 
eming body, and if the appropriations are not made, the debt service 
may not be paid. This can give COPs an element of risk not present in 
regular bonds. 

Special tax bonds are frequently paid for by an excise tax on items 
such as liquor or lobacco. 

Public Housing Authority (PHA) or New Housing Authority bonds ofter 
United States government backing to locally issued housing. project 
bonds to assist in constructing low-income housing. The revenues (rents) 
are expected to pay the debt service, but if they do not, the full faith and 
credit of the United States Government provides the ultimate security 
through the Housing and Urban Developracnt Department (HUD). In- 
vestors gel tax-exempt income plus a government guarantee. PHA or 
NHA bonds are among the very few tax-cxempt bonds that have a 
United States Government guarantee. They have not been issued since 
1974, but the issucs had maturities of up to forty years, and bonds are 
still ceadily available in the secondary market. 

In addition to determining the type of bond to be offered, the advi- 
sor also helps the issuing municipality to set up a repayment schedule. 
Issuers have three options: serial bonds, term bonds, or a split offering of 
both serial and term bonds. 

Usually, general obligation bonds are issued in seriaf form. ‘hey 
mature in stages, usually with annual maturities. The issuer's purpose is 
often to maintain level debt service. 

When a setial municipal bond issue comes to market, the managing 
underwriter writes a new issue scale that lists (1} the par amount matur- 
ing each year, and (2) the offering price of each maturity, stated as a per- 
centage of par or as a basis price, as the case may be. If the yields are 
lower for the shorter-term bands than for the longer-term bonds, it is 
known as a normal scale, just as the ascending yield curve is called a ner- 
mal yield curve. if the shorter-term yields are higher than longer-term 
yields, the scale is said to be inverted. 

Term bonds all mature an the same date, and usually havea manda- 
tory sinking fund whieh will pay off part or all of the bands before final 
maturity. Term bonds arc usually quoted in dollar prices, not yields, and 
ol 


have more than ene term bone nativity 


ane 


wewill 


mabtoas “dollar bonds.” Sometimes a particular new is 
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A split offering combines serial and term bonds in a single offering, 

Regardless of type, municipal bonds are usually callable before ma- 
turity, often with 10-year call protection. For example, a common call fea- 
ture in the mid-1990s was caliable in 10 years at 102, in 11 years at 101, 
and in 12 years or more at 100. If the entire issue is not called, frequently 
it will be called in pact in inverse order of maturity; that is, the longest 
inaturities are called first. If an entire maturity is not called, the bonds 
will be chosen by lot within the maturit 

Besides the financial advisor, the issuer often calls for other special- 
ists for expert help in such fields as engineering, architecture, ecology, 
and other aspects of the issue. 


The Bond Counsel 


The logal “specialist” is the bond counsel, who is responsible for the 
legal opinion that accompanies almost every municipal bond issue. (See 
Figure 6.1) In preparing the opinion, the bond counsel addresses two key 
legal needs: one is that the requirements of local laws, the state constitu- 
tion, judicial opinions, and enabling legislation or procedures are all met. 
The second is that the interest income is exempt from federal income tax 
(if it is so exempt) according to federal laws and regulations, and exempt 
from state income taxes (if it is so exempt). There is also at least an impli- 
cation that the counsel has done some work to make sure that nothing im- 
portant has been omitted and that all statements are trathful and correct. 

The bond counsel collects all the documents that ensure the legality 
of the issue into what lawyers call a “transcript of proceedings.” The 
Iranscript is given to the underwriter before the bond issue is distributed 
ta investors. The counsel also makes sure that the bonds are issued prop- 
orly and in accordance with the law and usually examines one final bond 
to check signatures and terms. 

Years ago most of the bond counsel work was done by a telatively 
few firms; now many law firms de this. The importance of this work has 
not generally been recognized by individual investors, but institutional 
investors almost always check the legal opinion and the law firm that is- 


ties it 


Manicipal Bond Insuniice 


Municipal bond insurance started! in the early 1970s when AMBAC 
and MBIA started offering, municipal bond insurance policies, but it bo- 
cane inporkint ir Ce righ Lost 
sured so5e La Over 20%. 


when the percentage of new issues in 
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Figure 6.1 (continued) 


(Closing Date] 


‘The Honorable Christine Todd Whitman, 
Governor of the State of New Jersey 
The Honorable Brian W. Clymer, 
New Jersey State Treasurer 
The Honorable Elizabeth L. Pugh, 
Comptroller of the Treasury and 
Director of the Division of Budget 
and Accounting in the Department of the Treasury 


Dear Governor Whitman, Treasurer Clymer and 
Comptrotier and Director Pugh 


We have examined the Constitution and stamites of the State of New Jersey (the "State" 
and a record of proceedings and other proofs relating 10 the sale and issuance of $526.800,000 aggregate 
Principal amount of gencral obligation bonds of the State desiguated Refunding Bonds (Serics E) (the 
"Refunding Bonds”) and $270,000.00 aggregate principal amount of general obligation bonds of the State 
{ihe "New Money Bonds"), consisting of siztcen separate series as follows: $2,000,000 Water 
Conservation Bonds (1969)(Sesies T}, $3,000,000 State Recreation and Conservation Land Acquisition and 
Development Bonds (1974)/Seties M), $2,000,000 Clean Waters Bonds (19761(Series G), $10,000,000 
State Land Acquisition and Development Bonds (1978)(Series L), $15,000,000 Transportation 
Rehabilitation and Improvemer Bonds (1979)(Series M) $3,000,000 Nantral Resources Bonds 
{1980}Serics 1, $3,000,000 Hazardous Discharge Bonds (1981)(Series B), $4,500,000 Community 
Development Bonds (1982)(Series K), $1,000,000 Shore Protection Bonds (1983)(Series G}, $4,500,000 
Homan Services Facilities Construction Bonds (1984)(Series G), $27,000,000 Hazardous Dischtarge Bonds 
‘of 1986 (Series B), $75,000,000 Jobs. Education and Competitiveness Bonds (1988\Series D), 
‘$51,000,000 1989 New Jersey Open Space Preservation Bonds (Series E), $10,000,000 1989 Bridge 
Rehabilitation and Improvement and Railroad Right-of-way Preservation Bonds (Series D), $48,000,006 
1992 New lersey Green Acres. Clean Water, Farmland and Historic Preservation Ronds (Series BY and 
$11,000,000 Developmental Disabilities’ Watting List Reduction and Human Services Facilities 
Construction Bonds (1994)Series A). ‘The Refunding Bonds and the New Meney Bonds are collectively 
felerted 10 as the “Bonds.” 


‘The Bonds are dated and shall bear interest from April 15, 1996, payable July 15, 1996 


and seutianowally thereafier on January 15 and Tuly 15 of each year at the respective rates per annum, and 
will mature on July 15 in each of the years and in the principal amounts, shown below: 


Sonree’ Stale of New fersey, Office of Public Finance 
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'$526.800,000 Refunding Bonds 


Principal Interest Principal Interest 
1996 $15,170,000 450% 2004 $55,100,000 5.00% 
1997 35,520,000 4.50 2005 40.235 000 6.00 
1998 2 10,000 5.00 3006, 40,065,000 6.00 
1999 44,575,000 5.00 ‘2007 +24, 160,000 6.00 
2000 34,625,000 5.00 2008 20,825 00 6.00 
2001 38,095,000 5.50, 2000 20,760,000 6.60 
2002 33,370,000 5.50, 2010, 20,685,000 6.00 
2003 79,305,000 6.00 


$270,000.00 New Moncy Bonds 


Poneipal Interest Principal Interest 
Year Amount Rate Year ‘Amount Rac 
1997 $ 8,330,000 5.000% 2007 $14,515,000 5.000% 
1998 8,760,000 5.000 2008 15,270,000 5.135 
1999 9,205,000 5.000 2009 16,080,000 5.250 
2000 9,680,000 5.000 2010 16,960,000 5.375 
2001 10,175,000 5.000 20 17,905,000 5.500 
2002 10,698,000 5.000 212 18,930,000 5.600 
2003 11,305,009 6.000 2013 20,025,000 5.625 
2004 12,035,000 6.500 m4 21,180,000 5.625 
2005 12,840,000 6.500 2015 22,408,000 5.625 
2006 13,705,000 6.500 


Each series of the New Money Bonds matures annually on July 15 in each of the years 
1997 fo 2015, inclusive, 


The Bonds are issuable as ‘lly registered bonds, without coupons, and when issued will 
be segistered in the name of and held by Cede & Co., as acminee for The Depository Trust Company, an 
automated depository for securities and clearinghouse for securities transactions. Purchases of the Bonds 
will he made in book-entry form (without certificates) in the denomination of $5,000 or any integral 
sukiple thereof, 


“The Refunding Bends are nol subject co redemption prior lo their sated matarity, The 
New Money Bonds maaring on or pruve to fuly 15, 2006 are not subject to redemption prior 10 their 
Sialee naturty. “Fhe New Money Bonds miturig 00 oF after July 15, 2007 are subject to redemption 
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Figure 6.1 (continued) 


Prior to their stated maturity at the option of the State on any date on or after July 15, 2096 in whole or in 
part us provided in the New Moncy Ronds 


The Refunding Bonds are authorized and issued uncer and pursuant to the provisions of 
the Refunding Bond Act of 1985, constituting Chapicr 74 of che Laws of New Jersey of 1985, 6 amended 
by Chapter 182 of the Lavis of New Jersey of 1962 


The Water Conservation Ronds are authorized and issued under and pursuant to the 
Provisions of the Water Conservation Bond Ac. constituting Chapter 127 of the Laws of Now Jersey of 
1969, as amended by Chapter 86 of the Laws of New Jersey of 1979 and by Chapter 733 of the Laws of 
New Jersey of 1981 


The State Recreation and Conservation Land Acquisition and Development Bonds are 
authorized and issued under and pursuait to the provisions of the New Jersey Green Acres and Recreation 
Opportunities Bond Act of 1974, constituting Chapter 102 of the Laws of New lersey of 1974. 


The Clean Waters Bonds arc authorized and issued under and pursuant to the provisions 
of the Clean Waters Bond Act of 1976, constituting Chapter 92 of the Laws of New Jersey of 1976, 


The State Lund Acquisition and Development Bonds arc authorized and sssued under and 
Pursuant (© the provisions of the New Jersey Green Acres Bond Act of 1978, constituting Chapter 118 of 
the Laws of New lersey of 1978. 


The Transportation Rehabilitation and Improvement Bonds arc authorized and issued 
Under and pursuant to the provisions of ths New Jersey Traxspovtatioa Rehabilitation and Improvement 
Bond Act of 1979. constiaurteg Chapter 165 of the Laws af New Jersey of 1979. 


The Natural Resources Bonds are authorized and issued under and pursuant to the 
Provisions of the Natural Resources Bond Acc of 1980, constitute Chapter 76 of the Laws of New Jersey 
of 1980, as amended by Chapter 331 of the Laws of New Jersey of 1985. 


The Hazardous Discharge Bonds are authorized and issued under and pursuant to the 
provisions of the Hazardous Discharge Bond Act, constituting Chapter 275 of the Laws of New Jersey of 
1981, as amended by Chaptcr 29 of the Laws of New Jersey of 1986, and Chaptcr 182 of the Laws of 
New Jersey of 1989. 


The Community Development Bends are cuthorized aad issued under and pursuant 10 the 
Frovisions of the Community Development Bond Act oF 982, constituting Chapter 486 of the Laws of 
New Jersey of 1981 


‘The Shere Protection Bonds are authorized and issued under and pursuant (0 the 
Provisions of the Shore Protection Bond Act of 198%, constituting Chapter 356 of die Laws of New Jersey 
of 1983, 


‘The Human Services Facilities Construction Bonds are authorized and issued wader and 
Pursuant to the provisions of the New Jersey Human Services Faciliies Corsiruction Bond Act of 1984, 
Constitating Chapter 157 of the Laws of New Jersey of 1984. 

‘The Hazardous Discharge Bonds of 1986 are authorized and issued under and pursuant 10 


the provisions of the Hazardous Discharge Bord Act of 1986, constituting Chapter 113 of the Laws of 
New Jersey of 1986, as amended by Chapter 182 of the Laws of New Jersey of 1989. 
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‘The Jobs, Education and Competitiveness Bonds are authorized and issued under and 
Pursuant to the provisions of the Jobs, Education and Competitiveness Bond Act of 1988, constituting 
Chapter 78 of the Laws of New Jersey of 1988, 


‘The 1989 New Jersey Open Space Preservation Bonds are authorized and issued under 
and pursuant 1o the provisivas of the Open Space Preservation Bond Act of 1989, constituting Chapter 183 
of the Laws of New Jersey of 1989. 


The 1989 Bridge Rehabilitation and Improvernent and Railroad Right-of-way Preservation 
Bonds are authorized and issued ender and pursuant fo the provisions of the New Jetsey Bridge 
Rehabilitasion and Improvernent and Railroad Right-of-way Preservation Bond Act of [989, constituting 
Chapter 180 of the Laws of New Jersey of 1989. 


‘The 1992 New Jersey Green Ages, Clean Water, Farmland and Historic Preservation 
Bonds are authorized and issued under and pursuant to the provisions of tae Green Acres, Clean Water, 
Farmland and Historic Preservation Boad Act of 1992, constituting Chapler 88 of ihe Laws of New lersey 
of 1992 


The Developmenia! Disnbilities’ Waiting List Reduction end Human Services Facilities 
Construction Bends are authorized and issued ander and pursuant t0 the provisions of the Developmental 
Disabilities’ Weiting List Reduction and Iuman Services Facilities Construction Bond Act of 1994, 
constituting Cheper 108 of the Laws of New Jersey of 1904. 


‘Based om the foregoing, we are of the opinion that: 


1. The sale and issuance of the Bonds are authorized by the Constitution and statutes of 
the State and by the rerolutions of the Issuing Officials (as defined in the within mentioned Bond Acts) 
adopted o« December 18, 1995, April 17, 1996 and May 1, 1995. 


2. The Bonds are valid and legally binding direct and general obligations of the State and 
the Gull faith and credic of the State are pledged for the payment of the interest thercon as the same shall 
become dure and the payetent of the principal thereof and redemption premium, if any, therenn at stated 
nrily or upon redemption. 


We have examined an executed Bond of each series and, ia cur opinion, the {orm and 
execution of such Bonds are regulat and proper. 


Respectfully. 


Deborah T. Poritz 
Attoraey Gencral of the 
State nf New Jersey 


MeCarter & Laglish 
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‘The Honorable Christine Todd Whitman, soe 9th SS 
Governor of the State of Now Jersey 
‘The Honordole Brian W. Clymer, 
State Treaturor 
‘he Honocanie Elizaba L. Pegi, 
Comptroller of the Treasury and 
Director of Budget and Accounting in 
the Department of the Treasury 
State House 
‘Trenwon, New Tersey 


Dear Governor Whitman, Treasurer Clymer 
‘and Conyurodler aad Dicestie Pugh, 


‘We have examined the Constitetion and Starutes of the State of New Jersey (the 
“State") and a record of proceedings relating w the sale and issuance of $796, 800,000 aggregis 
principal amount of gener! obligation bonds of the Stace (the "Bonds"), comprised of seventeen 
Separate seties of Bonds a follows: $2,000,009 Water Cansarvation Beaacx (1969)(Series T), 
$4,000,000 State Recreation and Cowservation Land Acquisition and Development Bonds 
(1974)(Seriog M), $2,000,000 Clean Waters Bonds (1974) Series Ci, $10,000,000 Stare Land 
“Acquisition and Development Bonds (1978)(Series L, $15,000,000 Transportation Rehabilitation and 
Improvement Bonds (1979) Series M), $3,000,000 Nataral Resiurcas Bonds (1980ySeries 1), 
{53,000,000 Hazardous Discharge Bonds (1981}(Series B), $4,506,C00 Community Development 
Bonds {1982XSeries K), $1,000,000 Shore Prcteztion Bonds (1983)(Series 6), $4,500,000 Human 
Sarvices Facilities Consiruction Bons (1984) Series G}, $27,000,000 Hazardous Discharge Bonds of 
1986 (Series B), $73,000,000 Jus, Education and Compottiveness Bonds (98R)(Serics D). 
$51,008.000 1989 New Iersey Open Space Preservation Boris (Series £), $19,000,000 1989 Bridge 
Rehabilitation end Improvernent and Railroad Right-of-way Preservation Bonds (Series D), 
$48,000,000 1592 New Jersey Green Acres, Clean Water, Farifand ard Hislocic Preservation Bonds 
‘Serles Bp, $11,090.06 Developmental Diszhilifies’ Waiting List Reduction end Human Services 
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Facilities Construction Bonds (1994)(Series A), and $526,800,000 Refunding Bonds (Series E), 
including (ij an Arbitrage and Use of Proceeds Certificate (the "Arbitrage Certificate"), (ii) certain 
computations performed by Ernst & Young set forth in their Report dated May 16, 1996 relating to 
the Refunding Bonds and (iii) such other matters of fact and law as we have deemed necessary te 
enable us to render the opinion contained herein, 


The Internal Revenue Code of 1986, as amended {the "Code"), sets forth certain 
cequirements that must be met subsequent (o the issuance and delivery of the Bonds in order that 
interest on the Bonds be and remain excluded from the grass income of the owners thereof for 
Federal income tax purposes. The State's Arbitrage Certificate, which is being delivered concurrently 
with dhe delivery of the Bonds, contains provisions and procedures regarding compliance with the 
requirements uf the Code, The State, in executing its Arbitrage Certificate, has represented that the 
State expects and intends to comply and, to the extent permitted hy law, will comply with the 
provisions and procedures set forth in the Arbitrage Certificate and will do all things necessary to 
‘assure that the interest on the Bonds will he excluded from gross income under Section 103 of the 
Code and that interest on the Bonds will not be an item of tax preference under Section 57 of the 
Code, Failure by the State to comply with the requirements of the Code may cause inerest on the 
Honds to be included in gress income retroactive to the date of issue of the Bonds. In rendering this, 
pinion, we have assumed compliance by the State with its Arbitrage Certificate. 


‘We are of the opinion that, under existing ‘aw, interest on the Bonds is not incladad 
ie. the gross income of the owners thereof for Federal income tax purposes, pursuant to Section 103 
of the Code, We are also of the opinion that, under existing law, interest on the Bonds is not & 
reference item for purposes of computing the Federal alternative minimum tax imposed under the 
Cade with respect 0 individuals and corporations, Interest on the Bonds, however, is to be take 
nto aecount in the computation of "adjusted current earnings” for purposes of computing the Federal 
alternative minimum tax imposed on corporations, 


We ara also of the opinion that interest on the Bonds and ny gain on the sale of the 
Honds are not included in. gross income under the New Jersey Gross Income Tax Act, 


Very truly yours, 


mio State al New Jersey, Olfice of Public Finance 
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‘The Honorable Christine Todd Whitman, 
Governor of the State of New Jersey 

‘The Honorainle Brian W. Clymer, 
Stave Treasurer 

‘The Honorable Elizabeth L. Pugh 
Comptrolier of the Treasury and 
Director of Budget and Acccunting in 
the Deparment of the Treasury 

State House 

‘Trenton, New Jersey 


Dear Governor Whitman, Treasurer Clymer 
and Compicoller and Director Pugh: 


We have examined ihe Constitution and Stanutes of the Siate of New Jersey (the 
"State") and + record of proceedings relating to the sale and issuance of $796,800.0H) aggregate 
principal amcunt of general obligation bonds of the State (the "Bonds"), comprised of seventeen 
separate series of Bonds as follows: $2,000,000 Water Conservation Bonds (1969)(Series T), 
$3,000,000 State Recreation and Conservation Land Acquisition and Developrien Bunds 
(1974)¢Series M), $2,000,000 Clean Waters Bords (1976)(Series G), $10,000,000 Stare Land 
[Acquisition and Development Bonds (1978)(Series L), $15,000,000 Transportation Rebabilitation and 
Improvement Bonds (1979}Series M}, $3,000,000 Necural Resources Bonds (1980)Series 1), 
$3,000,000 Hazardous Discharge Bonds (198 1Series B), $4,500,000 Community Development 
Bonds (1982)(Sesies K). $1,000,000 Shore Protection Bonds {1983}tSeries G), $4,500,000 Human 
Services Facilities Construction Bonds (1984}(Series G), $27,000,000 Hazardous Discharge Bunds of 
1986 (Series B}, $75,000,000 Jobs, Education and Competitiveness Bonds (1 988)(Series D}, 
$51,,000,04X) 1989 New Jersey Open Space Preservation Bonds (Series F), $10,000,000 1989 Bridge 
Rehabilitation and tmproversent and Railroad Right-of-way Preservation Bonds (Series D), 
$48,000,000 1992 New Jersey Green Acres. Clean Water, Parmland and Historic Preservation Bonds 
(Series BY. $11,000,000 Developmental Disabilities’ Waiting List Reduction and Human Servives 
Facilities Construction Bonds (1994)(Series A), and $526,800,000 Refunding Bonds (Series E), 
inchading (@ an Arbitrage and Use of Proceeds Certificate (he "Arbitrage Cemtificule’), (i) certain 
computations performed by Eres & Young set forth in their Report dated May 15, 1996 relating 10 
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the Refunding Ponds and (ii) sueb other matters of fact and law as we have deemed necessary 10 
enable us (@ tender the opinion contained herein 


‘The Internal Reverue Code of 1986, as amended (the ‘Code”), sets forth certain 
requirements thal aust be met subsequent to the issuance ard delivery of the Bons in osder that 
interest om the Bonds be and remain excluded ftom the gross income of the owners thereof for 
Federal income tax purposes, The Stete’s Arbitrage Cerificate, wich is being delivered concurrently 
with the delivery of the Bonds, contains provisions and procedures regarding compliance with the 
requirements of the Code. The Stare, in executing its Atbittage Certificate, has represented that the 
State expects and infends to comply and, 40 Ohe extent permitted by law, will comply with the 
provisions and procedures set forth in the Arbitrage Certificate and will do all things necessary to 
assure that the interest on the Bonds Will be excluded from gross income under Seczion t03 af the 
Code and thar interest on the Bonds will not be an item of tax preference under Section 57 of the 
Code. Failure by the State to comply with the requiements of the Code may cause interest on the 
Bonds to be insluded in gross income retroactive to the date of issue of the Bonds. In rendering this, 
opinion, we have assumed compliance by the State with its Arbitrage Certificate. 


We are of the opinion that, under existing law, intercst on the Bonds is not included 
in the gross income of the owners thereof for Federal incame tex purposes, pursuant to Section 103 
of the Code, We are also of the opinion that, ureter existing law, interest on the Bonds is not a 
preference item: for purposes of computing the Federal alternative minimum tax imposed under the 
Code with respect (0 individuals and corporations. Interest on the Bordds, however, is to be taken 
no account in the computation of “adjusted current earnings" for purposes of computing the Federal 
ultemalive aninimum tax imposed on corporations. 


We are also of the opinion that interest on the Bonds and any gain on the sale of the 
Bonds are no included in gross income under the New Jersey Gross Income Tak Act 


Very truly yours, 


Sai Steal New feroy, Olliae of Public Finance 
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Municipal bond insurance guarantees that the insurer will pay in- 
terest and principal on the insured bonds, as they become due, if the is- 
suer fails to make the payments. It docsn’t matter why the issuer fails to 
make the payments, it only matters that he or she doesn’t pay. The in- 
surer will also make mandatory sinking fund payments if they are not 
paid by the issuer. These are the only payments the insurer will make. 

Most municipal bond insurance is sold as part of the new-issue 
process. The bonds are insured at issue, the insurance becomes part of 
the bond description, the insurance policy is printed on the bond certifi- 
cate (ifa bond certificate exists), and the insurance premium is paid when 
the new issue of bends is delivered. 

Bond insurance has become an important part of the municipal new 
issue business, and an important part of the municipal bond business. In 
1995, about 43%e of nrunicipal new issue was insured, and in early 1996 
the percentage insured continued at about that level. Since some new 
issue was of such high quality as to make bond insurance uneconomical, 
and other new issue was of such low quality as to be uninsurable, the 
percentage of eligible new issue was even higher. 

Bond insurance offers municipal bond investors three advantages: 


* the improved security given by the resources of the surance com- 
pany 


«a Aaa/AAA rating from the rating agencies 


* market homogencity due to the insurance 


Almost all the bond insurers, and all the largest ones, have a AAA 
rating from at least one major rating ageney; all of them are tated ai least 
AA. The buyer of bond insurance gets a higher rating for his bonds 

Buyers of insured bonds don’t usually care much about the actual 
issuer; thoy only care about the insurance. The buyer of an insured bond 
owns “insured paper,” which trades in its own market as an insured 
pond. As a result, the bond belongs to a much wider pool of similar 
paper, increasing its desirability, and os a result, mcreasing its salability. 
The owner of insured paper is likely to receive a betler price for such a 
bond when the time comes to sell 

Bond insurers also provide insurance to secondary market bonds, 
bat this is a small part of their overall business, about 14% in early 1996, 

Bone! insurance is mostly bought by retail (individual) iyvestors. 


No one knows for sure what percentage of bmeured new issue is bought 
by individial mvestors, either direethy or through wai iavestment frost 
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or mutual funds, but one informed estimate puts it at about 80%. In 
about twenty years, bond insurance has achieved an important place in 
the municipal bond new-issue business. 


The Syndicate 


Neither the financial advisor nor the bond counsel, however, actu- 
ally brings the issue to the market. That is the work of the underwriter, or 
more specifically the syndicate. A syndicate is a temporary partnership 
of dealers unger the direction of a senior manager, Jt has been set up to 
underwrite and sell a particular issue of bonds. Usually the syndicate has 
a life of about 30 days, although it may be disbanded if it sells the bonds 
sooner, or if it is unsuccessful in winning them to sell, 

The makeup of syndicates varies. For example, one co-manager 
might be a major dealer with branches from coast to coast, and the other 
co-manager could be a regional firm with extensive distribution channels 
in the issuer’s locale. Another dealer/member of the syndicate might 
specialize in sales to institutional clients, and still another in sales to indi- 
vidual investors. 

Competitive syndicates almost always have a historical basis. That 
is, the same groups, with the same members, spring to life again to bid on 
new issues of certain issuers whenever these issuers come to market, 
Members of the underwriting department of municipal bond dealers 
check the competitive sealed bids invited section of the Bond Buyer each 
day to see whether they head up syndicates which bid on these issuers. Lf 
they do, they starl the process going again by writing a syndicate letter 
and sending a copy to the prospective syndicate account members. Usu- 
ally they also telephone the account members as well. Sometimes old ac- 
count members drop out, are no longer in business, and sometimes new 
dealers want to join the account. Occasionally members want to increase 
their participations as well. 

‘The dealer invelved in competitive bid syndicates may bid on tive 
br more underwritings in one day and actually participate in that many 
winning bids per week. The staff involved are used to keeping up a fast 
pace and making, spur-of-the-moment decisions 

Syndicates can have as fow as lwo members of as many as one hun- 
deed. They can have more than one manager (that is, they may have 
cormanaygers), bul only one manager, the “senior” or “lead” manager, ac- 
tually “rons the hooks of the decount” 

Syadicates are held together by the “syndicate Fetter” ar contract, 
which days ent the condition. and obliyations of membership and 
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specifies the details of the underwriting, the amount of the bonds, bid and 
offering terms, names of the managers and members, priority of orders, 
and similar information. The syndicate letter, following Municipal Securi- 
tes Rulemaking Board (MSRB) regulations, also describes the priority of 
orders received by the syndicate. Usually this priority order is as follows: 


Presale orders—Orders received by the syndicate before the actual 
bid is submitted. 

Group account orders—Next filled are orders for the group as a 
whole. These are usually at the net offering price. ‘hey are cred- 
ited to each member according to cach member's participation 

Designated orders—Next filled are orders which specify which syn- 
dicate members will receive a credit. They are usually also at net 
prices, but a special credit is given only to members designated by 
the customer, for par amounts designated by the customer. 

Member takedown orders—Orders from members for sale to the mem- 
bers’ own customers. These are taken from the account al the full 
takedown price; the member will receive the entire full takedown 
upon sale of the bonds. 


Each account member has a share in the account, called participa- 
tion, and shares in the profits (and losses, if any) of the syndicate accord- 
ing to this participation. Each member of the syndicate is responsible for 
selling bonds, and when all the bonds are seld the syndicate profits are 
then split according to each member's participation. Sometimes the 
bonds in the account are distributed to each member, once more accord- 
ing to participation. The bonds, most likely term bonds, are then said to 
be “split up among the members.” 

Syndicates may be involved in two types of underwriting mecha- 
nisms: competitive bids and negotiated offerings 

In both types of underwriting, the cesential business structure is the 
same. ‘he syndicate buys the bonds from the issuer at one price and re- 
sells them ala slightly higher price for a profit. The firms charge no com- 
missions on the sales of the bonds because they are acting as “dealers” or 
as “principals.” Bither term means that they buy and sell for their own 
accounts. They may charge a commission only when they execute trades 
on behalf of clients, that is, when they act as “brokers” or as “agents.” 

The difference between the price at which the syndicate buys the 
bonds and the price al which the bonds are sold is called: the spread or 
MAIMUM gross operating profil inthe municipal uuderwriing, ‘the 


Municipal Securities 101 


manager allocates the bonds to syndicate members at the fakedown price 
The takedown price is typically about 3/4 points, or about $7.50 per 
$1,000 par amount of principal below the offering price. The bonds are 
then sold to the public 

As an example, the syndicate purchases each band in an offering at 

a1 point discount. For each $1,000 it pays 5990 to the issuer. The spread 
is therefore 1 point, or $10. ff the full takedown is 3/4 points, each syndi- 
cate member purchases its bonds at $992.50 cach ($1,000—$7.50), and 
then offers them to the public at par. Thus the managing underwriter 
keeps 1/4 point per bond in the account, and each member keeps 3/4 
points (see Figure 6.2) 
Sometimes a dealer not in the syndicate has a client order to fill and 
from the syndicate members to fill it. The nonmember’s compensa- 
s the selling concession or simply concession. It is included in the take- 
down. For example, in a typical breakdown between the member and the 
nonmember dealer, if the takedown is 3/4 point, and the selling conces- 
sion is 3/8 point, the nonmember makes $3.75 on the sale and the mem- 
ber makes the other $3.75. 

In a neyotiated offering the issuer approaches the underwriter di- 
reclly; a competitive underwriting involves many more steps, the first of 
which is for the issuer to make its intentions known to prospective un- 
derwriters. 

By law, competitive bidding must be used for the sale of many gen- 
eral obligation bonds. To solicit bids, an issuer publishes an “official no- 
lice of sale” in the financial news and in some general publication as well 
Active issuers also generally send copies of the notice to dealers they 
have worked with in the past. 

An ad in the municipal bond industry's trade paper, The Bond Buyer, 
isa must. Anyone involved with munis reads this paper, especially people 
in the syndicate departments of dealer firms. The paper itemizes most ne- 
gotiated and competitive issues in one of three sections: “Sealed Bids In- 
vited,” “Negotiated Offerings,” and “Official Bond Sale Notice Advertise- 
ments.” It also offers a new issue worksheet service, “The Bond Buyer's 
Worksheets.” that has long been accepted throughout the municipa! bund 
industry, Presale (yellow) worksheets show prospective new issnes, with 
malurities and bidding information. Postsale (green) worksheets show the 
reolfering, scales and other information, as well as the entire underwriting, 


bu 
tior 


syndicate, and competitive bids on compeblive offerings. Negoliated-issue 
worksheets are also available, Reports on bond sales are shown in the sec- 
Hons “Negotiated Hond Sales,” and “Contpetilive Bond Sates.” 


Figure 6.2: Takedown and Other Syndicate Sales 


Face Value: $1,000.00 
Spread: $ 10.00 
Concession: $ 3.75 


Additional Takedown: $ 


3.75 


issuer receives $990 
(Face value less spread) 


(1 point) 
(avs point) 
(3/8 point) 


Aas 


Syndicate gets... 


‘Pssos0 Priority 


Business 
Members pay $992.50 $1,000.00 
(Face value less takedown) or $996.25 
$996.25 


Nonmembers pay $996.25 
(Face value less concession) 


ra 


le 


Investors pay $1,000.00 
(Face value) 
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With the word out about an upcoming competitive offering, the ini- 


tiative rests with the dealers. To understand how dealers conduct a com- 
petitive bid, however, you need to know who does what inside the firm's 
municipal bond department. 


WHO DOES WHAT INSIDE THE MUNICIPAL 
SECURITIES DEALERS 


Within the dealers, the municipal department is normally com- 


posed of six areas: 


L 


ie) 


The underwriting, or syndicate, area consists of one or more people 
who decide on and conduct underwritings. They set prices and 
yields on new issues, sit im on pricing meetings, coordinate with 
other dealers, and keep the firrn’s traders and sales staff current on 
upcoming offerings. 


The faders do not actively participate in selling a new issue. In- 
stead, they buy and sell the bonds in the “secondary” market, after 
the ptirsary offering is complete. Nevertheless, they need te be in- 
formed of pending issues in order to prepare for maintaining an in- 
ventory of the bonds later on, Larger trading sections have traders 
who specialize in types of municipal bonds. In smaller fiems and re- 
gional branches of large firms, the trading and underwriting fune- 
lions may be done by the same person. 


The sales personnel become very involved in primary offerings. 
While the syndicate statf will evaluate the salability of a new issue 
and price it, the salespeople are the ones who actually make the 
calls and make the sales. The salespeople also give the underwriting 
slaff valuable presale information on who will buy the prospective 
how issue, how much they will pay, what maturities they are inter- 
ested in, and, in some cases, how to structure the new offering in 
terms of serial or lerm arrangements, and the preferred coupon rate 
on the new bonds. 


The lange brokerage houses wilh a retail (or individual investor) 
orreatation may even locate a special group of people, called the sarkei- 
ane or digit group, near the trading desk al the main office. As the 
brcnck salespeople call un orders ta the sales proup atthe main office, the 
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orders are passed on to the traders for execution. In other firms, instead 
of installing a “liaison” sales group with the main office traders, traders 
are located at each of the branch offices. 

The syndicate, sales, and trading people all sit in a large room that 
is equipped for trading. Before them are quotation consoles and phone 
systems that link them with customers and other members of the munici- 
pal bond dealer community. The offering itself, if priced properly and 
sold aggressively, is often sold out within the day. 


4. The public finance group bas the task of drumming up new negoti- 
ated underwriting. Occasionally, they may also offer their services 
ag financial advisors for a fee, but their main emphasis is getting ne- 
gotiated underwriting business. This involves a great deal of travel 
and calling on prospective bond issuers. 


Commercial banks may also have a public finance group, but the 
emphasis is frequently on financial advisory work, However, they can 
work on prospective negotiated underwriting of GO bonds, and fre- 
quently housing and educational revenue bonds 


5. Municipal research assumed greater importance when it became ap- 
parent that municipal issuers could default. At one time the rating 
agencies were the sole source of credit information on state and 
local issues, but now municipal research sections have come to be 
increasingly vital to successful underwritings. Generally this de- 
partment prepares a concise opinion before the dealer makes a com- 
mitment ina negotiated offering or a bid in a competitive deal. Like 
other research, this opinion may be made available to the institu- 
tional and individual clients of the firm. 


6, Operations processes orders, issues payment checks, takes and 
makes deliveries of securities, and performs other required record- 
keeping functions. This area, also known as the “back office,” is re- 
sponsible for “clearing” the trades that the firm makes with or oa 
behalf of its customers and other dealers. 


With the exception of the traders, cach of these six areas has an im- 
portant role to play in both neyotiated and competitive anderwritings. 
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HOW A COMPETITIVE UNDERWRITING WORKS 


As the firm bids on upcoming bond issues, the syndicate peaple 
keep the salespeople up-to-date, usually in.a Monday morning meeting. 
Al these meetings, each issue is received and a sales strategy devised. 
Usually, the salespeople work a tittle harder on upcoming negotiated of- 
ferings because they are certain that their firm will have them for sale. 
Figure 6.3 shows a diagram of how a competitive bid works. 

The actual competitive bidding process on a particular issue begins 
with an opinion from the research staff, While municipal issuers call on 
rating agencies to rate their offerings, the syndicate staif in the brokerage 
firm generally wants an independent evaluation. If this opinion is strong 
enough, the firm may put in an aggressive bid, on the assumption that, 
given an assurance of selling out the issue, they can offer a lower-interest 
vest lo the issuer. Of course, if the research department's analysis is 
weak, the dealer may not even submit a bid. 

To come up with a competitive bid, syndicate members hold sev- 
eral price discussions, with the manager leading. These used to be actual 
price meetings, and some mectings are still held, but most discussions, 
expecially in cases of small syndicates, are held by phone. For other mes- 
sages, the manager may commmnicate with members by means of the 
Mhatijacts wire, a news wire run by the Bond Buyer organization, that may 
be used to send information only to specified clients of the service. 

Preliminary price meetings or phone conferences, usually held the 
slay before the sale, are low-keyed. Members of the syndicate discuss the 
salability of the upcoming offering—spread, prices, yields, and other in- 
jormation, One important topic is the “reoffering scale,” which is the 
array of prices and yields for each maturity in the issue, Figure 6.5 shows 
the cover of an Official Statement for a recent new issue, which includes 
icollering prices and yields, These prices and yields are entered onto the 
howd Buyer presale worksheets for distribution to the firm’s sales staff. 

The overalt goal is to reach agreement on a sct of yields for the new 
bonds that balances two abjectives. One is to keep the yields high enough 
la ullract investors and to make the issue salable. As input on this score, 
ihe syndicate group gets the feedback of its sales and trading people, 
who advise the group on what yields investors are looking, for. The sec 
emit objective is to be low enough in cost to the issuer to win the bid. To: 
ns reprosents cost, so the lower the interest the better. That 
vowhy competitive bids are awarded on the basis af interest cost that is, 


issuers, inte 


whichever syndiotio offers fo buy the issue at the lowest interest cost lo 


Figure 6.3: Conmpetitive Bids 


THE “SELLER” 
(Issuer) 


(— States, Municipalities, Counties, Schoal/ 
Special Districts, Agencies, Authorities 


“aS 


Invites all inter- 
ested parties to 
bid on the bonds 
they wish to offer. 
The award is “given” 
to the syndicate 
providing the 


Principal & 
Interest Paid 
Through 
Paying Agent 


LN 


Bonds Funds 


Syndicate B wins the issue 
because it offered the lowest 
“cost” of lhe borrowed money. 
The winning syndicate then 
buys the issue and retails it to 
its clients. 


THE “BUYERS” 
Individuals 


Bonds Funds lowest net interest 
cost to the issuer. 
‘3 Dealers 
SYNDICATE A SYNDICATE B SYNDICATE C and/or 
Dealer 
Banks 


Commercial Banks 


Property & Casually 
Insurance Companies. 


Bond Mutual Funds 


Unit Investment Trusts 
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the issuer. Two different measures are used, “net interest cost” (NIC) and. 
“true interest cost” (TIC), which is also sometimes cajled “Canadian in- 
terest cost” (CIC). Both measure the interest cost to the issuer, but use dif- 
ferent calculation methods. 

About an hour betore the bid is due, the manager convenes the tinal 
price meeting or telephone conference, which is usually more tense than 
the first. It begins with the presentation of the proposed scale, perhaps 
suggesting the spread, and reporting on orders and on the latest develop- 
ments in the municipal bond market. Then discussion is opened. Mem- 
bers suggest other scales, often disagree, and even occasionally drop out 
of the syndicate. While orders continue to come in, with some issucs sold 
eut before the meeting is over, members argue for perhaps a wider 
spread or a lower scale. Another item discussed is the “order period’— 
the time during which all orders will have equal priority in execution. 
Usually the order period is one hour. 

Only minutes before the deadline, the final scale is calculated by the 
firm’s computer and the bid phoned to the person who is to deliver it to 
(he issuing municipality or an advisor. The manager is responsible for 
ensuring that the sealed bid is delivered, usually by hand, to the munici- 
pality. With the bid goes a good faith check, usually for about 2% of the 
total value of the issue. The municipality may use the good faith money if 
the dealer should fail to deliver the proceed’s of the sale and pick up the 
bonds. This rarely happens. 

After the bidding deadline, the issuer compules the interest cost of 
cach, and awards the bonds to the winning bidder. The winning bidder 
does not actually own the bonds until the issuer has awarded them to 
him. The actual award could take place hours or even days later, but usu- 
ally the bonds are awarded promptly. 

The apparent winner is known within several minutes of the bidding 
cleadline, when the competing syndicates generally reveal their bids to one 
another. (Almost always the apparent winner isalse the real winner, but oc: 
cosionally a mistake is made in the bid submission or interest cost calcula- 
(ion, and the apparent winner turns out not to have won the bonds after all.) 

If their syndicale is the apparent winner, the salespeople slart sell- 
ing immediately. By the time the selling commences, the senior manager 
hus released a lelter to syndicate members describing the bonds, their 
coupons and reoffering yields, the selling, concessions, and other infor- 
mation. The senior manager alse sends this information for distrifution 


over Munilaets ancl other wire services: 
Orders are divarded aecocdingy, tothe priority stated! in the syndicate 
Tetter, ATPortors are considered when pened” orders and are contingent 
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on the actual delivery of the bonds. Most municipal bonds are arbitrarily 
dated the first or the fifteenth of the month of issuance. The offering date is 
the date on which the bonds are sold to the public. For competitive offer- 
ings, this is also the date of sale. However, the bonds must be printed {if 
they will have certificates), arrangements must be made with Depository 
‘Trust Company, and legal work must be done before the bonds can be 
delivered. This usually takes about one month, so until then the bonds 
are sold and traded on a wher, as, and if issued basis. The firm will sell 
and cicliver the bonds when they are issued, as they are issued, and if they 
are issued. Usually, the bonds are delivered about four weeks after the 
offering date. Interest accrues to the seller from the dated date and up to, 
but not including, the settlement date. 

During the selling period, the manager perforins a number of other 
duties. He keeps the books for the syndicate and confirms orders over the 
phone after the order period. 

Hot igsties—that is, issues in great demand—can sell out ina cou- 
ple of hours. Usually, however, bonds ae left after the order penod, 
and orders are taken on a first-come, first-served basis. ‘The syndicate is 
disbanded when the issue is sold owt. Most syndicates run for about 
thirty days, but the members can renew if necessary. Fow offerings run 
that long, however. When an issue does not sell in thirty days, the syn 
dicate can change the terms of the offering. This usually requires the 
majority consent of the members, voting according to their partic 
pations. 

If the issuc still cannot be sold, the bonds can be distributed among 
the members, or given to a “bond broker.” 

A bond broker (or “broker's broker“) trades only with other munic- 
ipal bond dealers. These firms do not deal directly with investors. Of the 
approximately 8 to 10 such brokers in the country, almost all are located 
in New York City. 

Municipal bond dealers turn to these brokers when they want to ei- 
ther sell or buy bonds for their inventory; the brokers are another source 
of both bids and offers. When selling, bond brokers gather bids from oth- 
ars brokers and municipal bond dealers; this is called the “bid-wanted” 
business, When buying, they circulate the fact that they are willing to buy 
a particular bond at a stated yield or price. 

When an issue proves te be particularly difficult to sell, the remain- 
ing bonds can be given te one broker or to a group. The brokers then 
sput the bonds oul fer the bid.” Syndicate members, dike any other 


dealer, can bil for the bonds, Whoever has the best bid for the group ol 


trans them, although the tai Thos Che right te report all thre buds 
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Brokers get a commission of as much as 1/8 point {$1.25 per bond), but 
usually less, for completing this transaction. 

There are some differences between competitive bids and negoti 
ated deals, which is the subject of the next section. 


HOW A NEGOTIATED UNDERWRITING WORKS 


Competitive offerings provide excitement, romance, and glamour, 
bul most municipal new-issue volume is brought to market by a same- 
what different type of underwriting, called a negotiated underwriting, In 
the early 1990s, negotiated underwritings accounted for about two-thirds 
of total municipal bond new-issne volume. Figure 6.4 shows a diagram of 
how a negotiated sale works. 

‘A negotiated underwriting has a syndicate which underwrites and 
selis the bonds, but it is created in a totally different way from those tor 
competitive bids, In the case of a negotiated underwriting, the lead man- 
ager, usually the other managers, and sometimes even the syndicate 
members are chosen by the issuer. 

Municipal bond investment bankers compete for this business. 
(hey will call on prospective new issuers of bonds, hoping that the is- 
suers will choose their firm to bring the issuer’s bonds to market when 
the issuer decides to gell bonds. Investment bankers may call on an issuer 
for years before any bonds actually come to market, and even’ then, that 
tirm may not get the business. 

When the issuer decides to sell bonds, it usually interviews many 
prospective investment bankers before it decides which firms to employ to 
hring the bonds to market. Based on the results of the interviews, the issuer 
sclects the lead manager, the joint managers, and sometimes even the ac- 
tual syndicate members. Several considerations enter into the selection 
procs These include the underwriter’s record of selling the issuer's 
fonds in previous issues, the location of the underwriter {is the under- 
writer located in the issuer's region?), advice the firm has given in previous 
issues, personal relationships built up over the years, and other factors 

When the syndicate has been formed, a syndicate letter, or agree- 
ment among underwriters, provides a contractual basis for its opera tion. 

The lead manager and the joint managers then negotiate with the is- 
ater the ferms, structure, fiming, and placement of the issue. They advise 
the issuer on when the iss should come lo marked if the market is un 
favorable, they may advise the issuer to withdraw lemporarily the issue 
fom the markel Phey willodvise (he issuer on wheiher to use serial or 


Figure 6.4: Negotiated Sale 


a > | Chooses an 
eel een undemriter, who 
issuer] if f 
| és will buy the 
States, Municipalities, Counties, School y 


issuer's securities 
wholesale, and 


resell them retail. 
Bonds Funds 


THE UNDERWRITER 
Municipal Dealers and/or Dealer Banks 


Special Districts, Agencies, Authorities 


Bonds Funds 


The head underwriter(s) and 
the other members of the 


Principal & syndicate sell the securities at 
Interest Paid a markup to their clients, 
Through 

Paying Agent 


THE “BUYERS” 
Individuals 


Property & Casually 
Insurance Companies 


Commercial Banks 


Bond Mutual Funds 


Unit Investment Trusts 


uo 


Municipul Securities mW 


term bends, or some combination of these; whether to use bond insur- 
ance on some or all of the maturities; what the coupon rates and reoffer- 
ing yields should be, especially whether to offer zero coupon bonds; and 
olher features of the issue. They will also negotiate the total spread for 
the issue, and even the components, which include takedown, expenses, 
underwriting fee, and management fee. The management fee, which is 
shared only by the managers, with the lead manager usually getting by 
lar the largest share, is the reason that investment bankers compete for 
this business in the first place. 

When the terms of the issue have been decided, the underwriters 
offer the bonds for sale. Based on the market's response, they may 
change the terms of the offering. If the issue has good acceptance in the 
market, the underwriters may be able to raise the offering prices (lower 
the offering yields). If the issue has not sold well, the underwriter may 
lower the prices. Underwriters do not often have more than one repric- 
ing, 


The lead underwriter, when satisfied with the sales performance, 
calls the issuer, reports on the issuer's status, and asks, “Do we have a 
deal?” The issuer responds, favorably (the underwriter hopes), and the 
agreement is informally made; this is called the “handshake.” The hand- 
shake is not legally binding. The underwriter owns the bonds only after 
the issuer has formally awarded them; usually this does nat take long. 

The underwriter publicizes the new issue and its terms, sending no- 
ices over the news wires, and by other means of communications. The 
sales force, of course, is actively marketing the bonds, The lead manager 
keeps the syndicate members informed on the progress of the deal in the 
inarketplace. At this point, in most respects, the negotiated underwriting 
ang the competitive underwriting become similar. 


AFTER THE OFFERING 


About one month clapses between the time that the issue iy first 
brought to market and the bonds are actually delivered and paid for. 
During that time, the certificates are being printed (if the issue will be in 
registered form and have cerlificaies), or arrangements are made with 
Depository Trust Company (DPC) (il the issue will be in pure book-entry 
jorm) ‘There are other depositories, but almost all municipal new-issue 
depository basiness pars to Depository. |rust Company. 1! 
vilive owned by its menibe 


“is a cooper- 
and operated for there benetit. The lepal 
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work is finished, and the legal opinion and the bond insurance contract, 
if the bonds are insured, are printed on the certificates. 

‘At the same time, the manager has to wrap things up and sends a 
letter to syndicate members stating the “reoffering terms,” that is, the 
terms by which the bonds are to be reoffered to investors and other buy- 
ers. Such terms include the spread, takedown, and concession. The letter 
also explains how the issue will be advertised and how members will be 
represented in the ad. (Syndicate members are generally listed in accor- 
dance with the size of their participation, with Une greater participants 
closer to the top of the ad.) 

When the bonds are ready for delivery, all payments are made. To 
pay the issuer, the manager arranges @ loan from a commercial bank. if 
the manager or any other member of the syndicate is a bank, it may make 
the loan. The check to the issuer is for the amount agreed upon less any 
good-faith deposit. The bonds are then delivered and distributed to the 
members who pay for them. The members in hur fill orders and receive 
payments for their orders. The manager retires the loan, later distributes 
the profits among the members, and sends the members a final statement 
of participations, expenses, and profits. 

All this takes a few days. 

At about the same time, the issuer makes available a disclo: 
statement on the new issue, called an Official Statement (OS). This docu- 
ment is not required by federal law, but almost cvery issuer provides 
one. The Municipal Finance Officers Association (MFOA) encourages 
state and local governments to disclose primary offering information. 
Moreover, the Securities Exchange Commission (SEC) now requires un- 
derwriters to make sure that issucrs agree to provide continuing financial 
information if they want to underwrite the bonds; this accomplishes the 
same thing, Larger issues frequently have a preliminary official state- 
ment, which is distributed to prospective buyers before the sale, and con- 
tains substantially the same information as the final official statement, ex- 
cept, of course, the final terms of the issue. Figure 6.5 shows the cover 
page and inside cover page of an OS. 

An Official Statement includes all the legal, financial, and other 
types of information that investors need to make intelligent investment 
decisions about the new municipal bond issue. The cover page of the offi- 
cial statement summarizes lhe issue. It shows information on ratings, a 
thority lor issuance, delivery date and place, sectirity for (he issue, and, 
of course, Maturity amounts, cates, coupat rites, and reaffering, vickds or 


prices. The doctiment is al sent te various: municipal hore! nitormation 


storage and retrieval certers. 
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Figure 6.5 (continued) 
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MSRB Regulations require that a final official statement be sent to 
every person whe purchases a new-issue bond during the underwriting 
period, which is generally the period from the date the issue is first of- 
tered to the public to the date the bonds are delivered and paid for. This 
must be sent, even if the buyer did not buy the bonds from a member of 
le underwriting syndicate; the buyer’s own broker has the responsib 
iy of sending the final OS. 

As the syndicate disbands, the bonds become available for purchase 
wnd sale in what is known as the “secondary market,” which is the sub- 


iet of Chapter 8. In the next chapter, we will see how corporate bonds 
wnecreated and marketed 


CHAPTER 7 


Corporate Bonds 


Corporations can raise capital in a number of ways. For short peri- 
nds—that is, for less than five years—they can raise funds through com- 
mercial bank loans, promissory notes, or certificates, whether offered 
publicly er privately. Most banks, however, will not tie up funds in a 
Inan for more than five years, because they are exposed to interest-rate 
risk along with anyone else in the fixed-income market. If, for example, a 
lank extends a loan at 8% for more than five years, what revenues would 
il lose if interest rates were to rise above 8% during the term of the loan? 
{ls money should be carning grealer returns. 

to gain the use of capital for more than five years, corporations 
inary turn to sources other than commercial banks. Borrowing from other 
hnancial institulions, such as pension funds or insurance companies, is 
coe possibility. Another allernative is distributing stocks or bones. 

Bonds offer issuing corporations several advantages over stocks. Ts- 
uing stock, or shares of ownership, can weaken the control af the com- 


pany’s lounders over decision making, and policy solting. Bonds, on the 
other hand, de not dilute the equity of the current sharcholders. 


118 Chapter 7 


Bonds are also preferable to bank loans because they provide capi- 
tal at rates of interest that are generally lower than bank rates. A com- 
mercial bank takes deposits from its customers, pays them one rate of in- 
terest, and lends the money to, among other clients, corporations in need 
of capital. When a company sells bonds cireetly to investors, it effectively 
cuts out the bank acting as a middleman—-and a tier of interest rates. The 
borrowing process thus becomes more efficient and less expensive. 

Bond issues are even more efficient in that the corporation is 
spared the burden of haying to negotiate a separate loan agreement with 
every potential creditor. Large amounts of capital can be borrowed from 
hundreds or even thousands of investors through a single, uniform 
instrument. 


HOW A NEGOTIATED CORPORATE 
UNDERWRITING WORKS 


Once the corporation’s board of directors decides to offer a bond 
issue, it almost always employs the services of an “investment banker,” 
that is, a securities dealer acting as an underwriter in a primary offering 
of corporate securities. 

Curporate underwritings are similar to municipal offerings in that 
an underwriter acts as (he intermediary between the issuer and the in- 
vesting public but there are several important differences. For one thing, 
corporations are not under a mandate, as many municipalities ave, to ob- 
iain competitive bids. So almost all corporate offerings are negotiated. 
Also, unlike municipal debt securities, corporate bonds are subject to the 
requirements of the Securities Act of 1933. So the underwriting process is 
different enough from a negotialed municipal offering to merit farther 
description. 

‘The Sccuritigs Act is simple in this respect: Unless the law classifies 
a security as “exempt,” any security sold interstate must be registered 
with the SFC before it may be offered publicly. (Figures 7.1 and 7.2 list 
exempted securities and transactions.) Although the word “security” 
calls to mind stocks and bonds, the Act defines a security as my note, 
stock, bond, evidence of debt, interest or participation in a profit-sharing, 
agreement, investment contract, voling trast certificate, Tractional andt- 
vided interest in oil, gas, ar other mineral rights, or any warrant lo sub- 
ing of the foregoing. Thus the [33 Act seme- 
Poll Disclosure AGL” protects investors in anny 


scribe to ar to purchase, 


times referred fooas the 


Figure 7-1, Securities 
Securities Act af 1993 


Exempted from Registration Under the 


1. U.S. government, including ones it guarantees 


2. State or municipality, including ones it guarantees 


“a 


Domestic banks or trust companies (but not bankholding 
companies) 


4. Commercial paper or bankers’ acceptances maturing within & 
months 


a 


Building and loan associations 

©. Farmers’ cooperative association 

¥. Common or contract carriers, such as railroads 

8, Courtapproved receivers’ or trustees’ certificates 


9. Small busine: 


investment companies (SBIC) 
(0, intrastate (see SEC Rule 147 in “Private Placement” section 
IL, Religious, educational, charitable, or nonprofit 


2. Insurance policies or mixed annuity contracts (but not variable 
annuities or variable life insurance policies) 


13. Offerings that qualify under Regulation A of the Securities Act of 
1933. A less costly way to accomplish a distribution, Regulation A 
pormils a qualified registration exemption for small yearly 
offerings of not over $1,500,000 by a corporation or for $100,000 by 
an affiliated person: however, it does require distribution of an — 
informative offering circular 


LL Offerings that qualify under Regulation D of the Securities Act of 
1933. SEC Rules 501-506, under Regulation D, set forth the terms 
and conditions under which issuers can offer unregistered 
securities for sale in limited dollar amounts to a limited number of 
imvestors and/or to defined “accredited persons.” For the most part 
these unregistered offerings are called private placements. 


lie 
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ration Under the 


Figure 7-2. Transactions 
Securities Act of 1933 


empted front Re 


4. Those by anyone other than the issuer, a dealer, or an. underwriter 


2, Broker's transactions that are not solicited from the customer fin 
other words, the customer takes the initiative) 


3. Private placements (as apposed to public offerings) 


4. Transactions by securities dealers (except when the dealers are still 
handling an unsold allotment of a registered new issue, or handling, 
trades within 90 days of an initial public offering or 40 days of 
subsequent public offerings of that registered new issue) 


public offering by threatening those who willfully violate the lew with 
fines of up to $10,000 and jail sentences of up t0 5 years. 


The Cooling-Off Period 


Unless either the security or the transaction is classified as exempt, 
all new issues of securities must be registered with the SEC. To do so, a 
registration statement must be filed which must contain the information 
and documents relevant to the affairs of that company and to the offering 
in question. If the issuer omits or misrepresents any material fact, the 
purchasers of the offering may sue to recover part or all of their invest- 
ments from the issuer, the underwriter, or both. 

The date on which the public offering is to commence is usually set 
for 20 days after the statement is filed with the SEC, During this 20-day 
cooling off period, as it is frequently called, the SHC examines the state- 
ment to determine whether it contains any obvious omissions or misrep- 
resentations. If it finds any, it sends the issuer a deficienc for bedbug) 
letter, and the effective date is postponed until the deficiency is corrected 

In some cases, the issuer may request an earlier effective date. (hit 
has a record of compliance with previous issues, if it is up-to-date in its 
SEC reporting requirements, or if it promises to deliver a preliminary 
prospectus (covered later in this chapicr) at least 48 hours prior to the ef 
fective date, the public offering, may begin as soon as 1K hours alter filing, 
the rogistralion slatement willl The SEC. After receiving; ¢ ither a regular 
registration statement or on application for at varher effective date, Ihe 


SEC notities the iestier only ifthe dle net approved for any reason 
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Whatever the effective date turns out to be, it must be strictly ob- 
served, In no case may a distribution take place before this date, Even an 
offer to sell before that date violates the law. On the other hand, if the is- 
suer/underwriter does not make the offering within three days after the 
offective date, the SEC must be notified immediately. 

Whether an all-or-none offering is going to be offered may be un- 
clear for weeks or months. In such a case, the registration statement may 
remain effective for up to nine months, and in the case of bond or stock 
issues by large, publicly held corporations for up to two years, as long as 
no material changes occur in the affairs of the corporation. 

Only the issuer—that is, a corporation, trust, or association that issues 
cerlificates in return for funds-—may register the security with the SEC. 

When the statement becomes effective, it assures would-be in- 
veslors only that the prospectus contains all the information required by 
law. By accepting the statement, the SEC neither guarantees the issue nor 
approves the security as an investment. [f docs not even state that the in 
lunmation is accurate. 

‘Thus, investors have to make their own investment decisions based 
on what they see in the prospectus. The law does stipulate, however, that 
the prospectus is the only written offering for a new issue that may be 
used and that the prospectus must be delivered to purchasers with the 
-onfirmation of purchase—at the very latest. The prospectus, therefore, is 
the basis for any suit by investors against the issuers or underwriters 
whose names appear in the statement. Misrepresentation. by 2 salesper- 
son may also give rise to suits. 

The Trust Indenture Act of 1939 picks up where the 1933 Act leaves 
oiton bond issues. For SEC-registered debt securities, issuers are obliged 
to make the same relevant facts available to the SEC in a formal registra- 
lion statement 


United States Government and municipal securities are exempted 
liom the Trust Indenture Act. However, corporate issuers of bonds with 
principal amounl of $1 million or more must give the SEC an indenture 
yunlificition: statenwnt which specifies the obligations of the issuers and 
the duties of the Irustve(s). The law also requires that one or more 


trustees be appointed lo soe Lo it thal the terms of the indenture are car- 
died oul. Tristees, who must nol have conflicting interests, qualify them- 
elves with the SEC annually, and aet asa fiduciary for the bond issue. 

The indenture qualification statement registers only the indenture 
sai the SEC. fr general, iis parlol the repistralion stalement for a bond, 
beae That bondl in net required fo be reyistered, the statement will he tiled 
wepatalely 
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The corporate issuer may distribute securities without meeting the 
requirements of this Act, in what is known asa “private placement.” Sub- 
ject to numerous restrictions and requirements, a private placement is an 
offering of securities that has not been registered with the SEC. Since i 
does not require registration and a prospectus because the investors do 
not intend to resell the securities in the immediate future, a private place- 
ment is less costly than a public offering. Such investors, however, must 
give the issuers: “investment letters,” which state the investors” intention. 
not to resell the securities. Lf they shouid resell the unregistered securi- 
ties, they may be regarded as “statutory” underwriters under the terms 
of the Securities Act of 1933. Each subsequent transfer of unregistered se- 
curities must be accompanied by an investment letter, which transfers 
title to the new private owner, who likewise intends to hold the securi- 
ties for a portiotio and not for resale. Each unregistered certificate must 
be imprinted with a legend that warns the holder about distribution 
restrictions under the law. Because a private placement represents an 
exemption from the Securities Act of 1933, however, it is laden with 
numerous restrictions and requirements. lt is not an option that is practi- 
cal for every issuer. 

Most corporate issuers opt instead for a public offering, in which 
the new issue is distributed directly to investors at large. (The process is 
described later in this chapter.) In a private placement, the issue is of- 
fered to a limited number of purchasers, who are often institutional in- 
vestors, The offering is sold directly by the issuer to the purchaser, often 
without the help of the investment banker, at lower overall cost because 
such a placement avoids the expenses of a public offering. 


The Investment Banker 


Once the corporation has selected a securities dealer to act as under- 
writer, the investment banker may act as either principal or agent. As 
principal, it purchases the issue from the firm, assumes the financial re- 
sponsibility for selling it, and resells it :o the public. Regardless of its suc- 
cess-_or the lack of it—in selling the issue to the public, the underwriter 
must pay the full contracted price to the issuer. Generally, only the more 
reputable corporations whose securities have a proven history of success: 
can get such an arrangement. For making (his commitment, investment 
bankers receive a higher fee than they would if they acted as agents. In 
fact, sometimes Ehe commilment is so risky that underwriters ask fora 
market ont danse an “eseape hatch” provision that relieves theny of fei 
make sacha 


obligations under corbin conditions. When underwriters 
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s,uarantee to the issuer, itis called a firm: commitment; that is, they agree to 
sell all of the offering or retain any securities that they cannot distribute, 
at the same time guarantecing the full proceeds to the issuer. In effect, 
ihvy absorb a loss for any undistributed securities. Note that this is some- 
what similar to a competitive bid for municipal securities, in which the 
successful underwriter owns the securities whether or not he or she can 
sell them at the original offering prices. 

When acting as agent, an investment banking firm is committed to 
wlling only as much of the issue as possible. It has no financial responsi 
bility to the issucr for any part of the offering not distributed. Naturall 
the fees are lower for this kind of service, known as a pest efforts comm: 
iment. Small corporations with Jitlle or no track record must content 
themselves with this arrangement. In some cases, if a concern cannot get 
1 firm commitment, it may decide on an all-or-none offering, that is, if all of 
the offering is not sold, then Hone of it will be. The entire offering is then 
cancelled. 

Investment bankers may also act ag “standbys” in the issuance of 
new sccutities by a subscription privilege. This right or privilege enables 
jiesent holders to purchase portions of the new issue within a fixed pe- 
tice (usually 30 to 60 days) before the issue may be offered to the public 
Ju such a case, the issuer may ask an underwriter to guarantee the disiri- 
bution of any leftover shares or bonds not sold through the rights offer- 
ing, ‘The underwriter, acting as a principal, agrees to “stand by” until the 
tights period expires. Such an arrangement is called a standby agreement, 
ov ashuadby wonderwriting. 7 

After registering the security with the SEC, the issuer and under- 
writers have a mamber of additional obligations: 


* The preliminary prospectus must be issued. 
© The due-diligence mecting must be held. 


© The issug must be “blue-skyed.” 


© Fhe agreement among underwriters must be signed. 


@ The agreement between the underwriters and the issuer must be 
signed. 


Aten these matlers are attended to and the registration statement is 
arutinizedt by the SEO, a final prospects is issued for the public offer 
way, 


Let's Grhe these Stopes one by ane 
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The Preliminary Prospectus 


Solicitation of orders for new issues may not take place until the ef- 
fective date, and the only offer in writing that may be made is by the 
prospectus. Yet the law allows undeswriters to obtain indications of inter- 
est (“circle”) fom investors by sending them a preliminary prospectus. 
This prospectus, the red herrizg, alerts prospective buyers that the docu- 
ment is not final and that it is not a solicitation for an order. Although the 
red herring contains mest of the pertinent information, often including 
the “maximum” offering price to give investors a general idea of the 
issue’s value, that information is incomplete and possibly even inaccu- 
rate, Customers who indicate an interest in the new issue simply contact 
their broker/dealer, who often uses this indication of interest to decide 
whether or not to participate in the underwriting group. 


Due-Diligence Meeting 

All syndicate participants and corporation officials must hold a 
“due-diligence” meeting sometime before the effective date. The purpose 
of this meeting is to review the iterns to be included in the formal agree- 
ment between them, such as what is to go into the registration statement, 
what is to go into the final prospectus (used to solicit orders), and points 
of negotiation for the underwriting agreement between the issuer and the 
investment bankers. Price may also be discussed, but it is not set until the 
night before or the morning of the effective date to allow for accommoda- 
tion to prevailing market conditions. 

In a competitive bidding situation, the competing groups da not 
discuss price with the corporation, only within their own group so that 
no group gains an unfair advantage. In ‘this case, the duc-diligence meet- 
ing is usually called an deformation meeting. 


Blue-Skying the Issue 


To be sure that the offering complies with state laws, attorneys for 
the underwriters check out the laws of each state where an offering will 
be made. This process is called bue-skwing ihe issue. (When the Kansas 
state legislature passed the nation’s first state sccurities law in the early 
1900s, one of the lawmakers quipped, “Now Kansas citizens will have 
more of a basis for making investment decisions than merely by the 
shade of the blue sky.) If thy legak maze makes the underwriters” in 
volvement impractical, they will oflen cancel oul of the deal 
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Agreement Among Underwriters 


Soon after the due-diligence mecting, the underwriters participat- 
iny in the distribution draw up an agreement among themselves, which 
specifies, among other things, the responsibilities of the manager, includ- 
inp, the following: 


t. Forming the Syndicate. Once part of a syndicate, an investment bank- 
ing firm may safely assume that its association with the group will 
continue for all future underwritings in which any one of them acts 
as manager. In fact, once established as a significant distributor of 
securities in such offerings, an investment banker becomes recog- 
nized ag a “major-bracket” participant, and its name is publicized 
near the top of the group’s tombstone ad. The percentage of its un- 
derwriting commitment ranks equally with other major-bracket 
firms. Other investment bankers in those syndicates may be classi- 
fied as submajor-, middle-major-, and minor-bracket underwriters, 
depending on their percentages of participation. 


Onee an underwriter has taken indications of interest and decides 
Uo participate in a group, it becomes subject to Rule ]0b-6 of the SEC. This 
rule prohibits an underwriter from either buying a security in the mar- 
ketplace for its own account or from inducing someone else to buy it 
while the distribution is pending. - 

2. Appointing a Selling Group. The manager also appoints other bro- 
ker/cealer firms who agree lo act as agents for the underwriters 
and to offer some of these securities to their customers. These firms 
make up what is known as the “selling group.” Bach selling group 
member is allocated a portion of the issue to sell. Though selling 
group members abide by the terms and restrictions of the under- 
writing agreement, they do not receive the full underwriters’ 
spread, because (hey assume no individual responsibility or finan- 
cial liability Lo the issuing corporation. Their “selling concession” 
Inay range from 25% to 75% of the spread, depending on how diffi- 
CUTET Lis to sell the issue: 


This not unusual to see fienis wearing two hals, acting as both un- 

pandas members of the selling group, With a commitment as 
underwriters and at allocation as selling, 
shale’ 


ory, 


oup appointees, their “double 


ables (hen nad only te enjoy yer 


Her participation nny the ottering, 
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when the issue is popular, but also to better satisfy their clients. Even 
when the issue isn’t that popular, underwriters use selling groups be- 
cause members of iaday’s selling group may be tomorrow's managing 
underwriters in other offerings. 


3, Establishing the Underwriters’ Retention (“the Pot"). The manager 
holds back a part of the issue (often about 25%) for allocation to eS 
selling group and to institutional purchases, whe deal in peat 
quantities. This reserved allocation is called the pot. Since, in effect, 
each group member gets only 73% of its commitment, the man- 
ager’s juggling of percentages is 2 touchy responsibility. Keeping 
everyone happy is the name of the game. Participants or customers 
qwant what they want, and the underwriters’ rationale is easily un 
derstood: “If we must assume financial responsibility for the deal, 
we should enjoy the benefits of popular distributions and be able to 
satisty our own customers first.” 


4. Conducting Group Soles. Group sales are not sales made by the selling 
group. Rather, they are sales made out of the pot. Lf an institutional 
investor wants, say, $1,000,000 worth of bonds, the manager fills the 
order aut of the pot, rather than taking the securities from each of, 
say, ten anderwriters. Unless the purchaser designates otherwise, 
all syndicate members benefit pro rata according to their participa- 
tions. In this respect, group sales are similar to those from a munici- 
pal bond syndicate. Group sales are good sales stimulators. When 
the manager announces, “The pot is clean!” sellers find that orders 
come in more quickly because investors realize that institutions 
consider the offering a good investment. 


5. Stabilizing the Market. Either on the effective date or within a couple 
of days thereafter, the underwriters begin making their public offer- 
ing. At about the same time, the security begins to trade openly in 
she marketplace. This trading activity is caled the “aftermarket. 
Since the underwriters are bound to the terms of their agreement 
with the company, they cannot allow the market price to go much 
below the public offering, price. So unless the offering is an immedi- 
ate sellout, the managing underwriter is empowered to maintain a 
bid in the aftermarket at or perhaps slightly below the public offer- 
ing price, on behalf of the syndicate. This swuuficute bid may be con- 
tinued for as long, as nevessary, but il Lypically lasis no more thant 


two WECKS, 
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This is the one time when manipulating a market price is legal. Or- 

dinarily, anyone found manipulating the market price of secutilies is 
subject to prosecution by the SEC under the terms of the Securities and 
Exchange Act of 1934. But stabilization to facilitate a bona fide distribu- 
tion of securities is exempted from this restriction. Prompt notice, how- 
over, must be filed with the SEC and with the appropriate exchange. 

When stabilizing aftermarket prices, the syndicate manager has no 
intention of repurchasing the entire issue. Often the manager notifies pat- 
ticipating firms that the stabilizing bid is made with a penalty attached. 
In this case, their customers should not enter the aftermarket to sell this 
new security at the price of the stabilizing bid. Otherwise, the member 
lirms either lose their spread or concession, are penalized so much per 
bond, or are not allowed to participate in future offerings. 

A “penaity syndicate bid” is written into agreements between the 
underwriters and selling groups to ensure that participants strive to dis- 
iribute the issue to investment portfolios and not to traders and specula- 
lars intent upon quick profits. 

Although syndicate managers must make every attempt to maintain 
(tw: public offering price, they have the authority to release members from 
(hat obligation if they see that the task has become hopeless. The security 
then fluctuates te its true level, as determined by market forces, © 


n 
though the underwriters are still financially responsible to the issuer. 


6. Allocating Hot Issues. Syndicate managers need not worry about 
maintaining the public offering prices of “hot issues,” which are se- 
curities that trade at an imunediate premium in the aftermarket. 
This situation is a happy but delicate one. Using their business 
judgment, managers can legally overse!l issues by up to 15% af the 
offoring, because they will probably get that many cancellations. 


Even if they do not, they can cover their short positions in one of 

lwo other ways: Managers can go into the aftermarket and purchase the 
vcurilios. This alternative is net considered a stabilization effort because 
lle ayndicate pays the offering price or more. Any loss sustained in this 
process, like the fosses sustained in stabilization, is apportioned pro rata 
leach member. That's one way. 

Anather way is for the corporation la grant the underwriters an op- 
honor warrant to purchase additional securities of the offering at a price 
below thatol the public offering. fhis arrangement, called a “green shoc 
prodleye, "is usually exercisable within 30 days alter the effective date at 
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the underwriter’s guaranteed price. This right, considered a new secu- 
rity, is registered with the SEC via an amendment to the original registra- 
tion statement. The manager exercises the option, closes out the short po- 
sition, and distributes the profit to each member pro rata. 


7. Agreement Between Underwriters and the Corporation. This formal con- 
tract, called the “underwriting agreement” or the “purchase agree- 
ment,” establishes firm prices. Signed the evening before or on the 
moming of the effective date, the contract is immediately filed with the 
SEC and becomes part of the registration statement via amend ment. 
The agrcement also reflects the nature of the syndicate’s responsi- 
bility to the issuer, that is, as a divided (Western) account or an un- 
divided (Eastern) account. 


The Public Offering 


Once the public offering is permitted to begin, underwriters start 
to solicit orders from investors, whether those investors saw the red 
herring or not. The only way that the underwr ters may legally solicit 
orders is by means of a final prospectus, which is a condensation of the 
information in the updated, amended registration statement. At the 
very latest, the final prospectus must be sent to purchasers with their 
confirmation statements. This requirement is so strict that investors 
who make a purchase without having seen the final prospectus may 
cancel their orders, even after receiving their confirmation orders, with- 
out any penalty or lo ee 

No margin may be extended by a participating distributor to pur- 
chasers of a new issue during the distribution and for up to 30 days 
thereafter. A tombstone advertisement is also published about this time. 

Once the bonds have been fully distributed through the efforts of 
the underwriters’ salespeople, the security starts trading in the secondary 
market along with the debt issues of the United States Government, fed- 
eral agencies, municipalities, and other corporations. 


TYPES OF CORPORATE BONDS 


The lower interest rate is particularly important to a corporate is- 

er because the corporation’s purpose is different from that of the 
United Slates government or municipalities. Governments at any level 
must raise moriey to provide public services, bul business corporations 
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exist to make a profit. When they borrow money, the interest becomes 
part of the cost of doing business. They must carn a profit at a greater 
tite than they incur expenses—including interest expense. Using bor- 
rowed money to generate a greater return than the rate of inlerest paid 
euton the loan is called “leverage,” and this is a characteristic of corpo- 
vile debt offerings, but not of Treasury or municipal issues. 

Corporate bonds also differ from government issues in that the abil- 
lv of the issuer to pay must be more closely scrutinized. Whereas Trea- 
sry and many municipal securities are backed by taxing power, corpo- 
rate debt needs to be secured in other ways. As a result, corporate bonds 
aie Usually categorized according to how they are collateralized. Corpo- 
nile bonds vary widely in this respect. If a company is financially strong 
ind if the amount of money needed is reasonable, a company may be 
able to issue a bond that is secured only by its general credit. On the 
other hand, if the issuer is not financially sound, investors will probably 
he interested only in bonds secured by tangible assets. 

Mortgage bonds are secured (or collateralized) by a legal claim to 

pocific tangible assets of the issuer, such as real property like an office 
building or factory. If the company defaults on payments due the bonu- 
holders, the bondholders have direct claims on the assets pledged 

Hf the bond indenture states that the agreement is ” open-ended,” the 
company can also use the property so pledged as collateral for additional 
borrowing. Open-end mortgage bonds are normally issued in a series. 
All issues in the series give the halders the same claim to the common 
collateral, or equal “seniority,” that is, no holder has a “senior” claim 
over the holder of another bond in the series. 

Issues in a series can differ by having varying interest rates and 
other distinguishing features. One way in which issues difier is that their 
maturities are usually staggered according to a schedule set forth in the 
mdenture, The issuing company’s total long-term capital needs are met 
with the capital borrowed only as needed, and the debt is paid off in 
sLages instead of in a lump sum 

If the bond is closed-end, the first lender has “senior status,” thatis, first 
claim on the mortgaged property. Other loans can still be secured by the 
‘sme property, but they arc junior to the claims of the prior bondholders. 

Sometimes, if a company undergoes reorganization or faces bank- 
lupley, it might ask senior bondholders to surrender their status to a 
new class of creditors willing to lend capital; these new creditors, in 
turn, become senior bondholders. This new issue, called a “prior lien 
hore 


is Then regarded asa firs! morlpage, and the former issues be- 
Pere seconcl morlyapes, 
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Any investor in corporate bonds should note that just because a 
bond is secured by a mortgage does not mean that the foreclosure 
process is a quick and smooth one. in fact, usually even mortgage bonds 
must accept new securities in a reorganization. In addition, the property 
pledged frequently has rather restricted uses; it may have been used for 
the purposes of a particular business, and may be useful only in that 
business, The business that actually used the property may have had dit- 
ficulties; that is why the bonds are being restructured, For example, prop- 
erty used to secure railroad bonds is likely to be railroad property, useful 
only to a railroad that is already having trouble. 

‘A debenture is a bond that is backed only by the gencral credit of the 
issuer. Investors who purchase debentures become general creditors of 
the company. They are protected by the overall assets of the issuer, not 
by 4 particular asset, as are mortgage bondholders. Usually, only strong 
corporations with excellent credit are able to sell debentures, whereas fi- 
nancially weak corporations typically must resort to pledging specific as- 
sets as collateral. 2. 

Debentures can be senior or subordinated. A senior issue has first 
claim on company assets; a subordinated debenture by the same company 
has second claim. ; : 

An equipment trust certificate is a specialized type of security that is 
backed by specific types of equipment. Usually this is railroad rolling 
stock (railroad locomotives, cars, and the like}, but trucks, airplanes, 
and other similar equipment have also been financed by equipment 
trust certificates. These securities tend to be very safe because the 
owner is protected by the value of the equipment if the company de- 
faults. Holders have an extra measure of protection in that the payback 
on equipment trust cettificates is generally arranged to stay ahead of 
the depreciation on the equipment. Also, the equipment generally is 
casily transferable and standardized enough so thal almost al! railroads 
can use rolling stock from another railroad. This gives the trustee of the 
security (who has the actual title to the equipment) the practical advan- 
tage of being able to sell the collateral easily and quickly, to a large 
number of possible buyers, and is what makes the equipment trust cere 
tificate more advantageous than a mortgage bond to investors in cases 
of difficulty. 

The typical equipment trust certificate (ETC) is arranged somewhat 
as follows. The buyer of the equipment 


# Pays a 20% down payment on the purchase price of the eqaipnien! 
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* Gives the equipment’s litle to an independent trustee (a bank), 
which collects payments from the company and makes payments to 
the security owners. In case of default, lhe trustee has the actual title 
to the property, and can easily sell il to pay the security holders. 
This ability of the trustee to take prompt, practical action to protect 
the security holders, as much as any legal rights, actually protects 
the value of the investment. 


After the entire issue is retired, title to the equipment passes from 
the trustee to the railroad, airline or wansportation campany that has 
heen using the equipment. In effect, the user of the equipment pays for it 
on the installment plan. 

This type of issue is structured as a serial issue because it is self 
Iquidaling. That is, it requires partial repayments of principal by means 
of aseries of annual maturities. Smaller amounts often come due for re- 
deniption in the first few years, allowing time for the user to build up 
levenues by making use of the new equipment. Over time, the size of the 
iepayments increases. This progressive increase in the size of payments 
recalled a “balloon effect.” 

ficone bods are different in that they are not usually issued, but 
ziven in exchange for other bonds, usually in the case of impending 
bankruptcy. The company makes the promised interest payments only if 
(can afford to do so. If the company is losing money, it may omit mek- 
wis its interest payments. However, if the company is operating prof- 
tlably, as defined in the bond indenture, it may nol take this action. 

Ij the company can’t make the interest payments on ity income 
bonds, the missed payments may accrue at a predetermined interest rate 
und pethaps must be paid off before any dividends can be paid to the 
common or preferred shareholders. lf a company misses an interest pay- 
ment on any lype of bond other than an income bond, the bondholders 
have the right to force the company into bankruptey so as to protect their 
titerests, Holders of income bonds, however, cannot force a company 
lilo bankruptcy for missing interest payments. In exchange for forfeiting 
this right, investors carn a higher rate of return en an income bond when 

wad if tbe company makes interest payments. The bond indenture deter- 
ines The exact contractual requirements for the income bonds. Some- 
fines interest mus! be paid to the extent earned, sometimes not. Some- 
foes fnterest accumulates if unpaid, sometimes not. Analysis of income 


bonds exantine te indenture very carefully to determine the value of the 
proposed investment 
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PRICING CORPORATE BONDS 


Like Treasuries, municipals, and most other fixed-income instru- 
ments, corporate bond prices react to interest rate fluctuations and to 
changes in the inflation rate. However, the creditworthiness of the corpo- 
rate issuer—its ability to pay—is a much more important factor in pric- 
ing. The ability to make interest payments and ultimately to repay the 
loan is indicated by a bond’s rating. A highly rated bond, being less tisky, 
commands a ‘ower interest rate than a bond with a low rating. 

A bond rating is an opinion on the relative investment merit of a 
bond. Bonds are rated by bond-rating agencies. ‘The two largest and best 
known are Moody’s Investors Service (owned by Dun & Bradstreet) and 
Standard & Poor's (owned by McGraw-Hill, Inc.). Two other smaller, but 
well-regarded rating agencies are Fitch Investors Service and Duif & 
Phelps. The ratings represent their current opinions on the quality of 
most farge corporate and municipal bond issues, as well ag notes, com- 
mercial paper, and some other securities, Bond investors watch ratings 
very closely in order to reduce their exposure tu adverse developments. 

In evaluating a bond, the rating agencies are most interested in the 
issuer’s financial health, as evidenced by its financial statements. Of 
course, becatise ralings are updated periodically, a bond’s rating will 
change with the financial fortunes of the issuer. The rating agencies also 
consider the business and economic circumstances of the issuer in assign- 
ing ratings. For example, is the issuer’s economic situation improving, 
staying stable, or is it possibly declining? 

Until the late 1960s, the rating agencies did not charge issucrs a fee 
for their rating services. Instead, they published information services to 
investors, and carned their profits from these services. In the 1960s, how- 
ever, rating agencies started charging issuers a fee, and now virtually all 
issuers, corporate and municipal, must pay. If a rating is not requested, 
the agency will usually not rate the bonds. Sometimes both an issuer and 
the investment banker will select one particular rating agency to rate the 
issuer’s bonds becatise they think that that particular agency has special 
experience with that particular kind of issuer and will rate it higher. This 
could result in considerable savings in interest expense. 

Figure 7.3 shows the ratings published by the four rating agencies, 
together witha brief description of each rating. The ating notations of all 
the services are similar. Moody’s ratings range from Aaa, Aa, A, and so 
on down to €, ils lowest. S&T goes from AAA down lo 1), its lowest. 
Fitch and Daf & Phelps follow the S&P rating system. Moody's some- 


. Figure 7.3 
Moody's S&P Fitch Duff & Mosaie 
Phelps of rating 
Aaa AAA AAA AAA Highest rating 
Aa AA AA AA Very Strong 
A A A A Strong, 
Baa BBB BEB BBB Adequate 
Ba BB BB BB Uncertain 
B B B B Vulnerable 
Caa ccc ecco ccc High risk 
ca cc CC 
C Cc Cc 
D DDD,DD DD Default or 
D liquidation 


\djustments can be made within a tating category by adding a + or - 
Jor example, AA+, AA, and AA~ are all within the AA category. 
Moudy’s adds a1, 2, or 3 to its corporate Az, A, Baa, and Ba ratings to in- 
dicate a rating within the gencric category; 1 indicates the higher range, 2 
the middle range, and 3 the lower range within the rating category. 
Mocdy’s sometimes adds a 1 to its municipal Aa, A, Baa, and Ba cate- 
sories lo indicate a somewhat higher municipal rating. 


ates, Mandy's hice 
Gilde bitch dave: 


ors Service; StandareL& Boor’s, a division of MeGraw= 
ars Servicw £1, uth Phelps Credit Rating Co. 
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times adds a “1” to indicate the strongest bonds in the groups Aa, A, Baa, 
Ba and B. The other agencies sometimes add a “+” or “—" to indicate rela- 
tive rankings within their assigned rating. ; 

The one or two word description of the meaning of each rating docs 
not de full justice to the one paragraph description of each rating pro- 
vided by each bond rating agency. However, it is a reasonable approxi- 
mation of the meaning, For example, S&P and Fitch consider an A rating 
“Strong,” while Moody’s and Duff & Phelps consider it "Adequate 
Refer to the full descriptions in the publications of each rating agency for 
a more complete description of the meaning of each rating from cach gat- 
ing agency. : / coh 

The bond industry generally considers equivalent ratings as 
roughly equivalent in meaning. When an issuer has ratings from more 
than one rating agency, the ralings are usually the same, Different ratings 
from different rating agencies for the same issuer are rare, and are called 
“split ratings.” They usually differ by only one level; differences of more 

one level are extremely rare. 
oe The first four SE esones Aaa (AAA) thtough Baa (BBB) are called 
“investment grade.” Many trust investment managers are restricted to in- 
vesting only in bonds of investment grade; they can own only bends with 
these ratings. Bonds with Aaa or AAA ratings reflect the highest capabil- 
ity of the issuer to meet all obligations, whereas Baa-rated bonds indicate 
below average, but still investment grade quality. Institutional investors, 
even if not formally restricted, usualiy confine their bond purchases to 
the top four categories of bonds ; oe 

Bonds with lower than investment grade ratings, (Ba, B, Ca, Ca, C, 
and BD) are considered to be “speculative,” which means that the issuer’s 
ability to mect obligations is fess certain. These bonds are sometimes 
called “junk bonds” due to their high yield and high risk. : 

Some bonds are not rated by a particular agency, so that agency will 
assign it an NR, meaning “not rated.” Frequently, these honds will be 
rated by another rating agency. An NR does not necessarily mean that 
the bond is of inferior quality; it only means that the particular rating 
agency did not assign a rating. Many fine bonds are NR. flowever, an 
issuer that would receive a high rating will generally ask to be rated be- 

cause the interest savings from the high rating will more than offset fis 
cost. Investors should particularly scrutinize nonrated bonds for this 
reason. ; 

To improve the attractiveness of ils bonds, an issuer may institute 
several fealures thal enhance either ils creditworthiness or Uae appeal of 


the securily itself 
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One enhancement, especially for municipal issuers, is bond insur- 
ance, (This was discussed more fully in Chapter 6.) However, sometimes 
corporations can also buy bond insurance, and sometimes they have 
olher credit enhancement possibilities, such as the use of a letter of credit 
(LOC). A letter of credit guarantees that the issuer of the LOC will lend 
money to the company to guarantee that the bond payments will be 
made. Of course, the company must still repay the LOC issuer if it bor- 
rows from it. 

Another enhancement is the sinking fund. Ina sinking fund, the is- 
suing company sets aside a portion of current earnings for the sole pur- 
bose of retiring an issue of bonds. Sinking funds offer great protection to 
the bondholder. To reficct the additional security, the prices of bonds se- 
cured by sinking (unds are often higher than those of bonds without such 
funds, but the yields are lower, One reason for the lower yiclds, of 
course, is that the bonds with sinking funds will have a shorter average 
lite than bands without sinking fimds, so that the effects of a normal 
vield curve will result in lower applicable interest rales. his, as well as 
Ue greater security, will lead toa lower yield on the bonds 


CONVERTIBLE BONDS 


Arwther enhancement is convertibility. A “convertible bond” may 

Iw eachanged for a specified number of shares of common stock in the is- 

Hing corporation at a predetermined price. Such a bond offers holders 
uinlonly income, but also the chance to share, through conversion, in the 
company’s forlunes as owners of common stock. Convertible bonds usu- 
ily yield less than equivalent bonds thal are not convertible; this is what 
Hie bondholders give up to gain the conversion feature. 

The issuing corporation states the conversion price of a convertible 
hone in the indenture. The “conversion price” is the common stock price 
‘Lwhich the bond may be converted. The price is set at such a level that 
the bondholders do not benefit financially if they convert before the stock 
reaches the conversion price. For example, suppose a bond's indenture 
peuties Hat each S1.000 bond may be converied into stock at $40 per 
fate That nieans that cach such bond inay be converted into 25 shares 
of commer stock (81,000 face value divided by $40), Bondholders do nel 
Henelit tinancially by conversion, however, until the common stock price 
vsceeds S10 per share, assuming the bonds were originally issued at 100 
Hohe bones were originally rested ata price less than E00, they would 
Denefil Hinancially af shure prices under Stl 
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Generally, by the time the stack reaches the conversion price, the 
price of the bond has increased as well. 

The number of shares that the holder of a convertible bond reccives 
at conversion is determined by the “conversion ratio,” which is calcu- 
lated by dividing the face amount of the bond by the conversion price. In 
the preceding example, the conversion ratio is $1,000 divided by $40, or 
25 shares of stock. 

The conversion price must be adjusted downward in cases of stock 
dividends and splits. For instance, suppose the bond has a conversion 
price of $40, and the stock has a two-for-one stock split. The $40 conver- 
sion price is adjusted to $20, and the number of shares to be received (the 
conversion ratio) is doubled (61,000 divided by $20) to 50 shares. 

These adjustments protect bondholders against “dilution” of their 
ptospective equity in the company. Dilution of equity occurs when addi- 
tional common stock is issued, resulting, in a reduction of the percentage 
of the company owned by a present shareholder. 

“Conversion parity” is the point at which the market prices of the 
convertible bond and the corresponding common stock are equal. Con- 
version parity is calculated using the following formula: 


Par value of bond _ Market price of bond 
Conversion price * Market price of stock 


Here is an example: A bond is convertible at $20 per share, and the 
common stock is selling at $35. The formula is then: 


Par value of bond _ Market price of bond 
Conversion price Market price of stock 
$1,000 _ Market price of bond 

$20 q 
$1,750 = Market price of bond 


When the bond is trading at 175, or $1,750 per $1,600 bond, it is 
worth the same as (that is, it is at “parity” with) the underlying common 
stock at $35 per share. 

if a discrepancy arises between the value of the stock and Lhe value 
of a convertible bond, an investor could make a profit by simultancously 
buying one security and selling the ather on the bond and stock markels. 
This ectivity is called “arbilrage,” and iL is usually practiced only by pro- 


fessional traders called “arbitrageurs.” 
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UNDERSTANDING BOND QUOTATIONS 


The investor who wants to enter orders to buy or sell stock needs to 
know only the issuer’s name and current price of the stock, Bond in- 
vestors need additional! information: the bond’s coupon rate and its ma- 
(urity date. Figure 7.4 shows an example of how corporate bond trades 
we reported if the bonds are traded on an organized exchange. Not all 
newspapers carry these reports, but many or the major daily newspapers 
carry them. 

Let's look at the first bond, the ATT 5 1/8 bonds due in 2001. The 
description (ATT 5 1/8 OL) means that the issuer is AT&T, the bond has 2 
» |/8% coupon, and the bond matures in the year 2001. Bond investors 
sould refer to this as “five and one-eighths of ch-one.” This information 
lulls you two things: First, that the bond will pay $51.25 per year, in two 
equal semiannual payments of $25.625 each; second, that the bend will 
mature in the year 2001 

Skip the next column, labeled “Cur Y1d,” for now. 

The column headed “Vol” tells you the number of these AT&T 
bonds which traded yesterday. In this case, 20 bonds ($20,000 par value) 
traded, 

‘the calumn headed “Price” shows the closing (last) price at which 
the bond traded yesterday. In this case, the bond closed at 92 1/2, or 
1,925.00 for each $1,000 par value bond. This particular report does not 
show the highest and lowest prices identified as such; it only shows the 
closing price. 

Remember that bond quotations are not read the same as stock quo- 
(ations. In stock trading, “92 1/2” means a stock price of $92.50 for each 

hare. In bond trading, 92 1/2 means 92.50% of par value, so that a bond 
wilh par value of $1,000 would trade at $925. In other words, a “point” in 
rstock price is $1, but a “point” in a bond price is 1% of par, or $10 ina 
441,000 par value bond. 


Figure 7.4 


ATYPICAL REPORT OF CORPORATE BOND TRADES 


Company Cur. Vie. Vol Price: Che 
AIT 5 1/8 O1 35 20) ole +M 
AMI 8, POs ca) 10 102 4 
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The “Chg” (net change) column marks the change in the closing 
price from the last day's closing price. The AT&T 5 1/8 01 closed up 1/4 
in price from the previous close. This is equivalent to $2.50 per $1,000 of 
par value. 

Now let’s go back to the “Cur YId” (current yield) column. Because 
the price of the bond is below its face value, it is said to be trading at a 
discount. Because the buyer needs to pay less than par to own the bond, 
the yield on the investment is increased. So if you apply the current yield 
formula to this bond, you will find that the current yield is 5.5%—just the 
figure shown in the column. 

A bond that is selling for more than the face amount, such as the 
second bond shown, the AMR 8.10s of 1998, is said to be trading at a pre- 
mium. Because the premium in the price represents an increase in the 
ptice paid to buy the bond, the buyer is getting a lower percentage return 
on his investment than if he had paid par. In this case, if you apply the 
current yield formula, you get a current yield of 7.9%—the amount 
shown in the column. 

New issues of corporate bonds are brought to market almost al- 
ways through a negotiated underwriting, When the issue is sold out and 
the syndicate disbanded, most corporate bonds, along with the debt se- 
curities of the United States Government, federal agencies, and munici 
palities, are traded in the over-the-counter market. This part of the 
so-called “secondary market” is the subject of the next chapter. 


CHAPTER 8 


The Secondary Market 


Once a bond—corporate, municipal, Treasury or agency——is brought 
lo market, it begins to trade in the “secondary market.” The syndicate, 
now disbanded, or the primary dealer, no longer plays a role in offering 
he securities. Instead, the bonds are bought and sold among investors, 
both individual and institutional. 

Generally, buying and selling bonds in this market is easy and con- 
vement, Most bonds, especially those issued by highly rated corpora- 
tions, the United States Government, and highly rated municipalities, are 
readily marketable and are traded on exchanges or over the counter. 
they are therefore considered liquid investments—that is, readily con- 
vertible lo cash, ‘ 

the secondary market includes both exchange and over-the-counter 
(OTC) trading and, in fact, some bonds are traded on the New York Stock 
achange. However, the great preponderance of bond trading takes place 
we the OFC market, AM United States Government securities, all federal 
ageney issues, all municipal bonds, and: most corporate debt insluments 
are traded OTC. So wher we lik wbeut bond trading, we are really Galk- 
Wy abent The over the counter market 


feo 
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THE BROKER-DEALERS 


The over-the-counter market is not located in any one place. Rather, 
jt consists of thousands of broker/dealers located throughout the country 
and transacting business by telephone. Of the great variety of over- 
the-counter firms, same engage only in OTC business and some spectal- 
ize in particular types of securities, such as Treasuries or municipal 
bonds, Some firms deal both on the exchanges and in the over- 
the-counter market 

‘These firms are called broker/dealers because they can buy or sell 
securities eilhor as customers’ brokers (agents) or as dealers (principals). 
When acting as ageitts, they buy and sell on behalf of their customers, 
usho assume the responsibility for losses and who benefit by profits. The 
broker receives only a commission for executing the customer's orders. 
When acling as principels, they buy and sell securities for their own in- 
ventoties, not for their customers, They assume the risk of ownership. 
When they sell the securities to customers or to other broker/ dealers, 
they make a profit, or lose money, depending on market action and the 
guccess af thoir selling efforts. They do not receive a commission; instead, 
they charge a markup on sales and a markdown on purchases. 

On any one trade, broker /dealers may act as brokers or as dealers, 
never as both. They must also tell their customers whether they are act- 
ing as agents or as prin ipals. When they act as agents, they must dis- 
close the amount of commission charged. 

Broker/dealers conduct alt their over-the-counter business by tele- 
phone. When a customer calls the brokerage firm with an order, the bro- 
ker/Gealer can sell the bond to or buy it from the customer, if the firm is 
3 market maker in the sccutity. If the firm doesn’t have the security in its 
inventory, it can go short the security to the customer, as long as its price 
is competitive with the best market in the street. Or it can negotiate a 
transaction with another firm that is a market maker on behalf of the cus- 
tomer. 

Many broker/dealers “make markets” in securities; that is, they 
specialize in buying and selling certain securities. These “market mak- 
ers” are willing at all times to buy or scll the security at the quoted price 
and in multiples of the security’s basic trading unit For many corporate 
bonds, the basic trading unit is 10 bonds. 

Because transactions are effected in this way, the CTFC market is 


called a “nepotialed” marke! This contrasts with the way business is 
Transacted on astack exchange, which is an “auction marked. On an es 


the 


chanye Hares are actually inetioned the price of the stock rset by 


He hight 


hubor the loweetetter 
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Broker/dealers acting as market makers may deal with many kinds 
of customers. Some are wholesalers and deal only with other dealers in 
what is often called the “inside market.” Some deal only with large insti- 


iutions, such as pension funds or insurance companies, Some smaller 
lirms buy from wholesalers and sell to indivi 


dual investors. 


lOW AN OTC TRADE IS EXECUTED 


Whether acting as agents of as principals, the traders in the trading 
department are supposed to make the firm’s inventory of debt securities 

. profitable as possible. Like many businesses, brokerage firms finance 
thour Inventories; bonds in the firms own account cost the company inter- 
ost expense every day. Furthermore, just holding, the inventory expos 
the company to market risk. Sometimes, to hedge that risk on a large in- 
ventory, two or more dealers will hold the securities in a joint account. 


The traders’ job is to tum inventory—that is, to buy and sell it—quickly 
vil profitably : : 


b OT, sale whet Ke i fh 

A broker/dealer, whether receiving an order from a customer or 
oe for the brokerage firm’s investors, locates the markel makers in 
the security and the current price ranges of all over-the-counter securities 
fy means of several information sources: 


* The National Association of Securities Deal 
The National Associa ‘ alers Automated Quota- 
tions (NASDAQ) system ee 


* The National Quotations Bureau (NQB) sheets 


Kor municipal bonds, the trader can get information from: 


+ The Blue List 
* The Bond Buyer 


* Munilacts 


* Wires and offering services of other vendors and broker / dealers. 


Created in L971, the NASDAQ stem is an electronic communica- 
tions nviwork with hookups for markel makers, investors, and regula: 


Rel makers can cater their quotations for display on terminals. 
thieushoat the systent : 


Three levels of service ane ivailubke on NASDAQ. beset are is used 


Fy registered ropresentatie: 


the terran) serene relled! the highest brads 
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and the lowest offers available for NASD securities. Level fra, used by re- 
Lail traders, not only provides current quotations, but also identifies mar- 
ket makers. Level three is used by market makers. For each security, the 
system provides current quotes ‘and identifies all market makers. Level 
three algo allows.users to enter, delete, ot update quotations for securities 
in which they are making a market. To be an authorized subscriber to 
level three, 2 NASD member must meet certain net capital and other 
qualifications. 

Broker/deaters may also use the National Quotation Bureau (NOB) 
sheets, or “yellow shects,” which contain information on corporate bond 
offerings. 

Municipal bonds available for resale in the secondary market are 
listed by state, within several major categories, in The Blue List, along 
with the number of bonds offered, issuer, maturity date, coupon rate, 
price, and the dealer making the offering. Ratings are not included. There 
are major sections on settlement dates of new issucs, prerefunded (also 
called advance-refimded) bonds, New Housing Authority {also called 
Public Housing Authority) bonds, notes, industrial development and 
pollution control bonds, and other major segments oF municipal securi- 
tes. The total doliar value of listings, referred to as the floating supply. 
gives an indication of the size and liquidity of the secondary municipal 
market. 

The Bond Buyer, in addition to important news, contains news of up 


coming municipal offerings, official notices of sale, and such statistical in- 


formation as: 


« 21)-Bond Index—-an index of bonds, ranging from high quality (Aaa) 
to medium quality (Baa), with 20-year maturities, indicating a hy- 
pothetical composite “bid” by a municipal bond dealer. This is 
known in the municipal business as “The Bond Buyer Index.” 


* U-Bond index—an index containing only issues rated Aa and 
higher, which thus has a higher rating and a lower yield than the 
20-bond index. 


« Placentont Ratio CAcceptance Rati) —the percentage of bonds sold of 
those offered for sale as new issues during the previous week. A 
high placement ratio (90% or more) indicates the public’s ready acy 
ceptance of the new offerings and gives an insight into the under- 
writer’s risk and the current slate of the market 


2 30-Duy Visible Supply —new offerings announced for sale within the 


heal W calendar days. [his gives an idea of the supply “overhangs: 
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ing the markel at a given time, The visible supply docs not include 
short-term offerings, such as municipal notes. 


sue Municipal Imdex and its related futures are traded on the 
Chicago Board of Trade, but they are extensively reported in The 
Bond Buyer, along, with options on the municipal index. 


. A huge amount and variety of bend market trading information, in- 
cluding trading prices of recently issued bonds, market indicus of 


Treasuries and other bonds, 
a Is, and other valuable informatiot 
vestors and traders. ee 


. Munifacts is a subscription wire service provided by The Bond Buyer, 
similar to other news services, such as Dow-Jones, Reulers, Telerate, a 
Vloomberg, except that it is aimed particularly at the municipal Gnd i 
clustry and the municipal securities professional. is = 

During the mid-1990s other wire services have been actively ex- 
panding their coverage of the municipal bond industry as individual 
»wnership of municipals has increased. ‘These services increase the infor- 


nation available to both muni professionals and municipal in- 
cipal professiona 2 
me ip nals ai nici 


For all bond traders, however, the best source of information con- 
sts of their contacts in the business. Who among other firms’ trad ers, h ‘s 
1 certain type of bond in inventory? Which of them owes a favor, aad 
whom? Who quoted a favorable price on a certain bond just this morn- 
ing? Who is trying to sell off a weak issue? And so on. Information like 
this is so specialized and often so fleeting that not even a highly ailto- 
mated quotation system like NASDAQ can capture it, This is the kind of 
information that is gathered during the course of countless phone call 
and used at the precise time of its greatest effectiveness. z a 


HOW BONDS ARE QUOTED 


Corporate Bonds 


: When dealing in corporate bonds, traders for broker/dealers must 
specify: ie 


* The name of the issuer 


¢ The months and days when interest is paid 


# The bond's coupon rate (ils stated interest rate) 
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* The bond’s maturity month and year 


For example, a corporate bond might be described as me 
“TBMJJ15-72% of 010.” This shorthand description indicates that 7 
bond is issued by IBM Corporation, pays its interest on January 15 and 
july 15 of each year, offers a 7% annual coupon rate, and matures in the 
re teak noe closely at this description, Almost all corporate 
bonds pay interest on either the first or the fifteenth of two me 
are six months apart; that is, interest payments are semiannual. Thus 


there are only twelve possibilities: 


Months interest is paid On the 1st* On the bts 
January-July im a is 
February-August FA a 
March-September MS Mee 
April-October AO i a 2 
May-November MN b Bs fe 
June-December ID JD- 


*By convention, if interest is paid on the first of the month, the 
date is omitted. 
Interest rate is always expressed as a percentage of the bonds’ face 
value. The final component, the year the bond matures, is usually = 
pressed without the first two digits. Thus, 1998 is expressed as ‘98, any 
2018 as “18. , : F 
In corporate bond trading, price is expressed as percent of par, Wy 
(percentage) points and eighths of a point. Thus, for a $1,000 bond, each 
pointequals $10. Kor example, a price of 86 3/8 fore $1,000 bond means: 


($1,000 x 86375) = $863.75. 


And a price of 123 1/8 means: 
(81,000 x 1.28125) = $1,231.25. 


The quotation itself in bond trading consists of a bid ancl an ask 
price, which is characteristic of OTC trading, Por example, if the bic i 
040% and the ask is 8.25%, the quoling dealer is willing, lo buy the bonds 
at 9.40% yield and sell Them ab 8.25% yield. 
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In the secondary market, the spread is not the difference between the 
underwriter’s purchase and sales prices; it is the difference between the 
quoted bid and asked prices. 

As such, the spread is based on issuer quality. time to maturity, 
supply aud demand, calf featuzes and other bond features, coupon rate, 
«nd other market factors. 

The spread is also called the dealers markup or markdown. In the 
OIC market, when a dealer buys a security from a market maker and 
‘ells it to a customer at a higher price, the difference in prices is called a 
aurkup. When the dealer buys from the customer and sells to a market 
inaker at a higher price, the difference is a markdewn, Hither way, the 
markup or markdown determines the spread. Neither need be itemized 
en the customers trade confirmation in principal transactions. 

(When quoting bond prices, traders often repeat themselves to as- 
sure accurate communication. Often they even cali back after a trade if 
they have any doubt about the terms.) 


Municipal Bonds 


Municipal bonds are similarly quoted, although there is no specific 
unt of trading. However, when professional municipal traders say “one 
bond,” they mean “$1,000 face value.” They use this term even. though 
imost municipal bonds have been issued in denominations of $5,000 or 
Iugher since the early 1960s, Why? Old habits die hard. To the municipal 
prolessional, “a bond” is still a $1,000 certificate. 

Otherwise, the language used to describe a municipal bond is 
prelly straightforward. Take the following example: A “$20,000 State of 
New York, 3.40% of June 1, 2000, at a 4.60% yield.” This is a municipal 
hond (or, more likely, bonds) with a face value of $20,000, issued by the 
“Lite of New York, with a coupon rate of 3.40%, maturing on June 1, 
"N00, and tracing at a price to yield 4,60% to maturity. 

Serial bonds are usually quoted on a yield-to-maturity basis, with 
the equivalent dollar price added as a convenience. Tern: bonds are usu- 
ally quoted only as a dollar price, or percentage of par value. For exam- 
ile. Lhe quotation of 92 1/8 is a percentage. Tt would mean a dollar price 
vl s92 1.25 for a $1,000 par value bond, but $4,606.25 for a $5,000 bond. 

Harger purchases tend to have a “better price” than smaller pur- 
chases. Odd lots, usually par amounts under 25,000, will trade for much 
higher yiekls, Occasionally, secondary market trades are quoted 


Whar none (AON): in thos case, the quote is firm only for the number of 
honds piven 
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Spreads on municipal bonds vary widely; for a typical bond, they 
might be from 1/4 point to 2 points or even more on issues which are ciffi- 
cult to sell. Municipal notes may have spreads from 1/8 point to 1/2 point. 


SHOPPING THE STREET 


Once a broker/dealer identifies the market makers ina security, the 
next step is to call alll the market makers to get the best price. ‘The bro- 
ker/dealer is said to be “shopping the street.” While on the phone with 
the market maker, the broker/dealer may obtain one of several types of 
quotes 


1. Pir bids or offers are prices at which the quoting, broker/dealer is 
committed to buy or yell at least a round lot of bonds, even though 
the broker/dealer requesting the quote is not obliged to do busi- 
ness. A firm bid or offer can be good for the moment that the quote 
is given or for a longer period. Sometimes the quote is good tor the 
cntire day; other times, it is good only for the duration of the tele- 
phone call (called “on the wire”). Also, unless otherwise stated, itis 
good for one unit of trading, or for the block of bonds being consid- 
pred. In olher words, the broker/dealer’s commitment to buy or sell 
at the quoted price is limited to J0 bonds at the quoted price (for 
corporate bonds) or the block of bonds being discussed 


How does the second dealer know whether the quote—firm or 
not—is the best available? Generally, a dealer giving a quote allows the 
ingwiring dealer up to one hour to make a transaction. If, during that 
hour, a third dealer wishes to take advantage of the quote, the original in- 
quirer usually has five minutes to make a sale or forego the quote. 

Tet’s look at an example. Dealer A calls dealer 8, who is a market 
maker in Belliup Corporation bonds, for a quote. Dealer B says, “Firm at 
97% for an hour, with five.” This accommodation is sometimes referred 
to as an option. Dealer A hangs up and continues inquiring with other 
dealers, knowing that he or she has one hour to take advantage of that 
quote. The Belliup bonds are said to be “out firm.” 

Occasionally, the option has a recall privilege attached to it For ex- 
ample, dealer C calls dealer B, hears the quete, and wants to do busines: 
right away. In that case, dealer B advises dealer A that he or she has five: 
minnics to mokea deals otherwise, dealer © call be given the bonds, 


The Secondary Market wy 


The prices quoted in the yellow sheets and on NASDAQ are not 
firm quotes. The NASDAQ and ‘the yellow sheets only make it easier for 
buyers and scllers to find each other and provide a good indication of 
price. Firm quotes, sometimes referred to as the “actual market,” must be 
oblained verbally from the market maker, and all transactions are exe- 
cuted verbally by telephone. 

2. I the broker/dealer gives a quote and says that it is s#tject, then the 

quote is “subject” to confirmation, Generally, the broker/dealer has 

lo have more information before making the quote firm, 


Subject quotes can be expressed in several ways: 


+ “Ttis quoted (that is, 7 not quoting it) 
* “Last [saw, it was 85” 


* “Lis 85, subject” 


3. Sometimes the broker/dealer gives a quote with a very wide spread 
and follows it by the word “workout.” A iworkort quote is not firm. 
Instead, it provides a range in which the dealer believes a price can 
he worked out. ‘These quates are typically used for infrequently 
traded securities. 


Bid or Offer Wanted 


Occasionally, a broker/dealer wants to buy or sell, but receives no 
buds or offers. In these cases, the broker/dealer hangs something like a 

ler sale” sign on the security by advertising the would-be transaction in 
‘he National Quotation Bureau sheets or The Blue List (for municipals) 
[he phrase “bid wanted (BW)” tells other broker/dealers that the band is 
forsateand that the advertising broker/dealer is looking for bids. “Offer- 
wig wanted COW)” means that the broker/dealer wants to buy the bond 
ind ts soliciting offerings. ‘ 

Ihe bid-wanted business is a typical job for the broker's broker 
When dealers cannot sell a bond, they frequently turn to a broker's bro. 
Fer who den seeks bids for them. The broker's broker will report the 
toyhest bid to the offering broker/dealer, who will then decide whether 


Teaccupt ar reject the bid 
sometimes broker/dealers use beoker’s brokers to hice the actual 
sovner ad the bonds, « frequently this information leaks out bo the 


Tenth ae pecescaniey Aiea 
ie 
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Street anyway. Brokers do not reveal the names of their clients without 
permission, Sometimes broker/dealers usc broker's brokers to keep the 
sale confidential. 

Perhaps the bond brokers’ greatest service is their continuous con- 
tact with major dealers. They closely track who owns and who's buying 
or selling bonds. This view is known as a “picture” of the market. The 
dealers’ anonymity often makes them more willing to give out informa- 
tion, Often, the bond broker has access to more information than a dealer. 
When brokers make a trade, they earn up to 1/8 point per bond, or $1.25. 
Usually, the commission is considerably lower. 


Executing OTC Orders 


The most common types of order entered by customers in the 
over-the-counier market are market orders and limit orders. A market 
order must be executed ag soon as possible and at the best possible price. 
‘A limit order specifies the price at which the security must be bought or 
sold, Limit orders may be entered for the day, in which case they become 
invalid if not executed dy the close of trading. They can also be market 
“good ‘till canceled (GTC),” which means that the order remains valid 
uniil it is executed by the broker or cancelled by the customer. 

Other types of orders are available. All-or-none (AON) orders must be 
executed in full or not at all. Frequently blocks of municipal bonds are of- 
fered AON, especially if the block is of such a size that selling a part would 
result in a less salable remainder. Tor example, a municipal bond dealer 
with a block of 25 bonds would probably offer them AON; a sale of part of 
the block would leave an odd lot of bonds, which would be much more 
difficult to sell. A variation of the all-or-none order is the fill-or-kill (FOK) 
order, which is cancelled if it canmot be filled immediately. 

Regardless of the type of order entered, the broker must always get 
the best possible price for the customer. 

How a broker/dealer is compensated for transactions in the sec- 
ondary market depends on whether the firm acted as agent or as princi- 
pal. As the customer's agent, it may charge a commission. As a market 
maker, it may charge a markup or markdewn. Most OTC transactions are 
principal transactions, with the broker /dealer’s compensation coming in 
the form of a markup or markdown 

When acting as a broker or agent, the NASD mentber must disclose 
to the customer the amount of the commission charged, The actual dollar 
amount charged must be printed on the confirmation. 

Sometimes a broker may teceive orders from different customers 


for both the buy and the sell sides ofa transaction. This is called a “rink 
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hess transaction,” because the broker/dealer is not subject to any risk but 
has only to cross the two orders. In such a case, each customer sees only 
his or her part of the commission, if it is an agency transaction. 

‘The amount of the commission charged by broker/dealers must be 
lair, reasonable, and in accordance with the NASD’s 3% markup policy 
gvhich is explained shortly). : 

When trading from the firm's own account as a market maker, a bro- 
ker/dealer makes a profit on either a markup or markdown. Unlike com- 
missions, markups and markdowns do not need to be disclosed to cus- 
tomers. The only requirement is that the broker/dealer must tell the 
customer that the firm is acting as a principal in the trade. 

The NASIYs 5% guideline governs markups and markdowns. Its 
purpose is to assure that NASD members ar profits that are fair, equi- 
table, and proportionate to current market prices. The 5%, however, is in- 
leided to be used as a guide, not as a rule. The key message is that 
inarkups and markdowns must not be unfair, regardless of the percent- 
ine. Kor example, a markup of over 5% would not be unfair if the dealer 
bad owned the security for a long time and computed the markup on the 
hasis of current market prices rather than on cost. On the other hand, a 
vu markup could be unfair if a broker/dealer buys a security for a cus- 
lomer by using the proceeds from the sale of another one of the cus- 
lomer’s securities; in other words, he is doing a swap for a customer. 

tow does a broker/dealer know what is fair? The NASD board be- 
lieves that, in determining fairness, NASD members and committees 
hould consider the Lype of security, the availability of the security, its 
prices, the size of the transaction, the pattern of markup, and the nature 
ol the member’s business. For example, markups would be very much 
lowor on large trades of newly issued Treasuries than on relatively small 
(rodies of odd lots of municipals. 


IHIE NATIONAL ASSOCIATON OF SECURITY 
DEALERS (NASD) 


The National Association of Security Dealers (NASD) was orga- 
nized under the Maloney Act, an amendment to the Securities Exchange 
Ach of 1934. Although established by Congress and supervised by the 


SEC the NASD opentes, not as a government agency, butas an indepen- 
cont menibership association 


The NASI)'S power to resulate lies ints ability lo deny membership 
te any brak 


Hoopertag in ancanethical of improper imanoer. 
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Because only NASD members have the advantage of price concessions, 
discounts, and similar allowances, the loss of membership privileges all 
but prevents a firm from competing in the marketplace. In addition, NASD 
members are permitted to do business only with other members. Non- 
members are therefore severely restricted in the business they can do. 

The NASD imposes its requirements on members through two sets 
of regulations: the Rules of Fair Practice and the Uniform Practice Code. 
‘These regulations spell out the terms and conditions of everyday opera- 
tions, as well as the classification, qualification, and responsibilities of its 
members. i 

Membership in the NASD is open to all properly qualified “bro~ 
kers” and “dealers” whose regular course of business is transacting in 
any part of the investment banking or securities business in the United 
States. A broker is defined as a legal entity (individual, partnership, or 
corporation) that effects transactions for the accounts of other nA dealer is 
a legal entity that engages in the buying or selling of securities for its own 
account. By definition, banks are nol broker/dealers and are therefore 
nol eligible for NASD membership. 


MUNICIPAL SECURITIES RULEMAKING 
BOARD (MSRB) 


‘The Securities Acts of 1933 and 1934 did not cover municipal securi- 
ties, so they were lefl unregulated for over 40 years. However, certain 
regulations to the municipal market and its participants did apply. The 
antifraud provision, Section 10b-5, applied to municipal bonds as well as 
io any other security; cheating people with municipal bonds is illegal. In 
addition, uncer the Glass-Steagall Act, banks could work in the munici- 
pal bond industry, but could no longer underwrite and trade municipal 
revenue bonds; they could only underwrite and trade general obligation 
bonds. ‘Those banks thal act as municipal bond dealers are called dealer 
banks, The dealer operation is set up as a separate department in the bank 
or as a svparate subsidiary of the bank. Dealer banks ate not members of 
the NASD, and the NASD rules do not apply to their municipal bond 
dealer operations. Instead, special rules for municipal bonds apply to 
dealer banks, and to the municipal bond dealings of broker/cealers. 

In the early 1970s several events occurred which highlighted appar- 
ent inadequacies in the municipal bond Markel. New York City defaulted 


on four issties of notes, and at The same Lime concerns arose about Ui ex- 
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lent of disclosure of information on new issues of municipal bonds, 
These concerns were compounded by the apparent lack of full informa- 
tion on the New York City notes when they were sold. At about the same 
lime, the SEC brought fraud actions against several municipal securities 
professionals alleging dishonest trading and sciling activities. 

These concerns led Congress to pass the Securities Act Amendments 
of 1975, which brought self regulation to the municipal bond industry. Itset 
up the Municipal Securities Rulemaking Board (M588) as part of the regu- 
latory mechanism. The MSRB is funded by annual fees from broker/deal- 
crsand dealer banks, assessments on underwritings of new securities with 
linal maturitics of two years or more from issue date, together with an ini- 
lin] fee for new entcants into the municipal bond business 

Actual regulation of the municipal bond industry is somewhat com- 
plex. The MSRB proposes regulations and invites the indusizy, and others, 
io comment on them. Based on the comments received, the MSRB may te- 
vise the proposed regulations. Flowever, the MSRB does not have power to 
approve the regulations, which are actually approved by the SEC. 

Neither the MSRB nor the SEC enforces the regulations. That is the 
jub of the NASD or one of the bank regulatery agencies. Far broker /deal- 
ers, who will be members of the NASD, enforcement of the MSRB regula- 
tions is the job of the NASD. For dealer banks, the enforcement is done 
hy theit normal regulatory authority. 

Although the MSRB does not have a rule like the NASD’s 5% rule, it 
lows require that municipal bond dealers deal fairly with all persons and 
shall not engage in any deceptive, dishonest, or unfair practice. MSRB 
members must alse give and abide by fair quotalions that reflect current 
market prices, are fair and reasonable, and are bona fide bids and offers, 

except that “nominal” or information quotations may be given if they are 
clearly identified as such, MSRB members alsv may not give or receive 
statuities in excess of $100 per year. 


BOND TRADING AND SETTLEMENT 


Corporate Bonds 


When two investors want lo enter into a secondary market transac- 
bon, they have to agree not only on the price at which the transaction will 
occur bubalso on when the actual exchange of bond certificates and cash 
willoceur. Ehus, ona Monday Bye parties (in separale parts of the 
comply) aytee ty enter ile a bond Lransaction, they have (o agree nol 
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only on the price at which the transaction will occur, but also on which 
day the bonds and the cash will actually change hands. Tuesday? 
Wednesday? The following Monday? Perhaps the seller has to get the 
bonds out of a safe deposit box. Or the buyer may need to liquidate some 
money market investments before making payment. 

By convention, the transaction may take place, or setile, in one of 
five common ways, each involving a different day. These dates are called 
the setflement options. 


1. A regular way trade settles on the third business day after the trade 
date. (Note that Treasuries generally settle on the next business 
day.) Only business days are counted—no weekends or holidays 
Regular way settlement is assumed for all corporate bond trades 
unless the parties specify a different settlement option at the time 
they enter inta the trade. This means that most corporate bond 
trades settle regular way. 


2. A cash settlement trade settles on the same day on which the trade is 
made. Obviously, both parties have to agrée to, and be prepared 
for, a cash settlement. By convention, any cash trade that occurs at 
or before 2:00 P.M. settles at 2:30 P.M. Any trade that occurs after 2:00 
P.M. settles one half-hour later. 


3. A next-day setHemeu! settles on the first business day after the trade 
date. 


4, A seller’s option trade settles up to 60 days after the trade date, This 
kind of settlement is usually chosen if the seller is not able to deliver 
the bonds within the time tequired by the other settlement options. 
For example, a seller may be on vacation when she wants to sell some 
bonds. If the bends are in her safe deposit box at home, she has to opt 
for a seller's option settlement (a “seller’s 60.”) When she returns 
home, she can deliver the bonds to the buyer at any time up to the 
6-day limit, providing that she gives the buyer a one-day written no- 
tice of when the bonds will be delivered. Sellers who need io settle via 
this option usually get a slightly lower price from buyers than they 
would if they were able to use one of the other settlement options. 


__ A buyer's option delivery gives the buyer the option lo receive securi- 
ties on a specific date. 


wa 


Three-day, regular-way delivery applies lo most trade in over 
fies andl securities Listed on ai exchange, except Prea- 


the -counter seet 
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suries. All corporate, municipal, and most federal agency securities trade 
the regular way, United States Treasury securities are delivered for cash, 
regular way, on the day following the trade, and the seller’s option of not 
less than two nor more than 60 days. 

After a trade, each broker/dealer sends the other a notice to con- 
firm the details of the trade. If both parties recognize and acknowledge 
the trade, it is “confirmed” or “compared.” Sometimes, however, the con- 
trabroker (the broker/dealer with whom the trade was made) sends back 
«signed “DK,” a “don’t know,” notice telling the confirming broker that 
the contrabroker does not “know”—or recognize—the trade. 

Suppose the contrabroker has not responded to a confirmation at all 
ly Hwo days after trade date? In that case, not later than the fifteenth cal- 
endar day after the trade date, the confirming member sends a DK notice 
to the contrabroker. The contrabroker then has two business days after 
recciving the notice either to confirm or DK the transaction. Failure to re- 
verve a response from the contrabroker by the close of two business days 
- onstitutes a DK, and the confirming member has no further liability. 


Transfer of Ownership 


Bonds are negotiable, in that they can be readily transferred from 
ene ewner to another. The method of transfer depends on the form of 
ownership, of which there are three: registered, bearer, and book entry. 
Konds in registered form have the owner's name and address printed an 
Uw bond certificate and registered on the issuer’s books. Interest pay- 
nents are sent directly to the bondholder. If a registered bond is sold, the 
broker sends the bond to a transfer agent who reissues it in the name of 
The new owner. 

Book entry bonds do not have certificates. Instead, a depository 
Fevps records of ownership on its books for its members. The members 
ne brokerage houses, banks, and other institutions. hese members, in 
keep records of the bond owners on their own books. Transferring 
Tenis means simply changing the records on the books of the depository 
dncL ils members to reflect the bond trade. Usually no certificates are ¥ 

ued, ond sometimes, in the case of “pure book entry,” no certificates will 
exist, except for global certificates for the entire issue, or for each 
niaturily within the issue. 

Bearer bonds are rarely issued now in this hi-tech time when regis- 
Jenny bonds is not the time-consuming, labor-intensive task it was in the 
poet New issues af municipals must be in registered os book-entry form 


ler their interest lo bv escrpl irom federal icone taxes. Llowever, here 
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are still a few bearer bonds in circulation. Because these bonds were is- 
sued and distributed without registration, they are assumed to belong to 
the bearer. Consequently, they are fully negotiable, like cash. To be paid 
the interest amount, the bearer must cut (or “clip”) coupons from the 
bond certificate and present them for payment when they become due. 
Each coupon represents one payment. 

‘Yo assure clear ownership, the NASD requires “good delivery” in 
all transactions; that is, the security must be in proper form so that the 
record of ownership can be transferred. To facilitate transfer of owner- 
ship, the NASD defines the requirement of good delivery. 


Municipal Bonds 


The requirements for the settlement of municipal bond trades are 
very similar to those for corporate bond trades. While most munis settle 
the regular way, some trade on a cash basis. Buyer's and seller’s options 
also occur. In addition, “when, as and if” trades for new issues may settle 
anywhere from three business days to the time stated in the confirmation 

Municipal bond settlement differs Irom corporate settlement, how- 
ever, in that the legal opinion must be part of the transaction. For bonds 
issued since the mid-1960s, the legal opinion is printed on. the certificate; 
for older issues, itis a separate document. Very rarely, these older issues 
are offered without their legal opinion; these are called “illegals” or 
“exlegals.” If the buyer accepts this condition, delivery is legal, but other- 
wise they are not acceptable. 

If the bond is mutilated (that is, if any part is unreadable), the bro- 
ker/dealer must have the certificate validated by the trustee, registrar, 
transfer agent, paying agent, issuer, or an authorized agent of the issuer. 
A brokerage firm or one of its sales representatives camot validate a mu- 
tilated certificate, Mutilated coupons must be endorsed or guaranteed by 
the issuer or a commercial bank. Cancelled coupons must be endorsed or 
guaranteed by the issuer, the issuer's agent, or by the trustee or paying 
agent. Also, for a bond to be good delivery, all unpaid coupons must be 
attached, although a check for a coupon payment due within 30 days 
may replace thal particular coupon. 

Upon delivery to the buying broker/dealer by the sclling 
broker/dealer, the buyer has the right of rejection. That is, the buyer may 
refuse lo accept delivery should the certificate not be in good delivery 
form. If the securities have been delivered and then either dealer realizes 
that the certificate does net consfitite a good delivery, either party hay 
the righ? of rechination (returning, or demanding, the reture ot the secur 
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lies). Note that rejection takes place before acceptance of delivery, 
whereas reclamation takes place after acceptance of delivery. 

The purchaser does not have to accept partial delivery. The seller 
pays the shipping costs. The confirmation should be delivered to the con- 
Ira broker/dealer the next business day with all pertinent information. 


ACCRUED INTEREST 


Sellers of bonds are entitled to any interest accrued on a bond up to 
the day before the setilement date. So if 2 bond is sold anytime between 
interest payment dates, some interest is due to the seller and the rest to the 
buyer. Yet the issuer’s paying agent is going t) issue only one check for 
the full interest amount to the holder of record on the payment date, or to 
(he person presenting bearer coupons for payment. How, then, do sellers 
yet the accrued interest to which they are entitled? The answer is that the 
inyer af the bond pays to the seller the interest that the seller is entitled ta, 
ond then takes the full mtcrest amount on the next payment date. 

‘The only thing remaining is to calculate the actual accrued amount. 
The regular way settlement date is the third business day aiter the trans- 
action, but if the trade is for “cash” it is the same day as the transaction. 
In the event of same-day settlement, accrued interest is computed up 
ihrough the previous business day. 

Tet’s take an example. An Awac bond has a coupon rate of 1034%. 
the price of the bond is 98}¥—that is, $987.50 for a $1,000 face value 
bond. A buyer of this bond would have to pay the seller $987.50, plus any 
interest accrued since the last payment. Assume that the bond is pur- 
chased midway between payment dates (actually, this would be on the 
Uist day of the 180-day period between interest payment dates). Since 
each six-month interest payment is $53.73 (1044% times $1,000 divided by 
hwo payments), the accrued interest for three months is $26.88. The buyer 
would pay the seller $987.50 plus about $26.88 for a total payment of 
4 1014.38, On the next interest payment date, the entire coupon payment 
ol $53.75 is paid te the buyer. 


Naturally, not all bonds are sold conveniently at the midway point 
between payments. Fo calculate the exact amount of accrued interest, re- 
marcless of when the bond is sold, use the following formula: 


Acctied Annual | Days in holding period! 
Talerent Jiteresd Sethi bays 
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For corporate and municipal bonds and some municipal notes, all 
whole months are assumed to have 30 days, and the year is figured on 
the basis of 360 days; this is called a “30-day month, 360-day year basis.” 
Yor example, bondholder Mathers received her last interest payment on a 
municipal bond of $53.73 on April 1. Her next check is due on Qetober 1 
In June, she sells the bond to buyer Ridgemount for 971 {or $975) for set- 
tlement on June 28. Disregarding commissions and fees, Ridgemount has 
to pay Mathers $975, plus an amount for accrued interest: 


Accrued _ Annual , Days in holding period 


Interest ~ Interest 360 days 
2 gay , (30 Gays + 30 days + 27 days) 
= (2 $53.75) x GO days + 30 days + 27 days) 
Cec$oe7e0) ie 360 days 
87 days 
= $107.50 x ~_Seye 
$ a 360 days 
= $25.98 


Note that April and May count for 30 days each and June for 27 days. 

The check that goes to Mathers is for $1,000.98, equal to $973 pur- 
chase price plus $25.98 acerued interest. 

Seme bonds, such as sume income bonds, and bonds in default, 
trade without any accrued interest. Such bonds are said to trade “flat.” 

This method for calculating accrued interest is valid for municipal 
and corporate bonds and for some municipal notes. Treasury securities, 
and some municipal notes, however, are figured on an “exact days over 
exact days” basis. In this case, the exact number of days in the semian- 
nual interest payment period is calculated, and divided into the exact 
number of days from the latest interest payment date to the settlement 
date. Thus a month is figured at 28, 29, 30, or 31 days, depending on its 
exact day count. The semiannual payment period may be anything from. 
180 days to 185 days, depending once more on the exact day count 

Heavy volumes of corporate, municipal and United States Treasury 
and agency securities trade every day in the secondary market, Yet, as 
large and active as the bond market is in the United States, it is only a 
part of the worldwide fixed-income trading arena, which includes the is 
sues of overseas companies and governments. But that is a subject requir- 
ing another whole book. 


CHAPTER 9 


Portfolio Management 


It you own even one bond or one share in a bond mutual fund or 
tout investment trast, you have what professionals call a “portfolio.” This 
portfolio will be managed, either actively by you, or inactively. Even if 
vou don’tdo anything af all, you are still making a portfolio management 
decision, indirectly. By your inactivity, you are deciding not to do any- 
hing. This chapter gives you some ideas on how best to manage a bond 
portfolio, some practical things you can do to manage your own portfolic 
helter, and things to think about as you manage your bonds, and other 
uivestments. The three main areas covered are diversification, portfolio 
(ructure, and bond swapping. 

‘There aren’{ many introductory level books on portfolio manage- 
ment jer fixed-income investment for average investors. This chapter is 
i etrort to overcome this shortage. 
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DEFINING DIVERSIFICATION 


Diversification of investments consists of investing in a variety of 
different securities. The purpose is to avoid a large loss. You do this by 
investing ina variety of securities, so that a loss in one security will have 
only a small overall effect on the portfolio, and may even be offset by 
gains in other securities. 

‘You pay a price to avoid a large loss: you also avoid the chance for a 
large gain. The best way to make large investment gains is simply to pick 
the single best performing security and put all your investment funds 
into that security. Few people can do this, so most people diversify to 
protect themselves against overall large loss. 


WHY DIVERSIFICATION IS IMPORTANT 


Diversification actually should include all aspects of your Tif, in- 
cluding your job, home, other investments, such as real estate, and other 
possible items, such as jewelry. Ifa person works for a company, owns his 
home ina town where many other employees of his company also live, and 
invests heavily in his employer's stock, how diversified is he? Lf his em- 
ployer has bad times, the stock price will be affected, he may ta kea pay cul 
ot even lose his job, and the price of his home may also be affected 

For example, a large, world-famous manufacturing company, 
well-known for its excellent treatment of its employees, eventually fell 
upon less prosperaus times. Over a period of a few years, the stuck price 
fell rom about $175 to about S40, although it eventually recovered to 
over $100. For the first time in its history, the company iaid off employ- 
ees, many of whom lived in areas in which the company was by far the 
largest employer and which were also somewhat removed from other 
employment centers. These laid-off employees had no real employment 
opportunities in their immediate geographic area; their savings, repre- 
sented by years of investment in company stock, were depleted by the 
stack decline; and the value of their homes plummeted, with many 
prospective sellers and few prospective buyers. The diminished home 
value made a move difficult oven if their skills made it possible for them 
to find a job elsewhere; for many employees of large corporations, their 
skills are quite clasely related to the employer's requirements, and are 
nol easily Iransterable. Their situation wes tragic in human terns; from 


the diversilication point of view, they were not diversified. “Their jobs, 
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homes, and savings were all wrapped up in their employer. What could 
they have done? They could at least have owned as little as possible of 
their employer's stock, so that the substantial market decline in that stock 
would not have affected them as much. 

There are other examples as well. Reports on the bank disasters in 
the last few years told of bank employces who had invested most or all of 
their retirement funds in their bank employer's stock. The banks were 
{requenlly taken over, or liquidated, with resulting, substantial losses, 
und virtual elimination of the employees’ retirement savings. There arc 
similar stories of employees of stock brokerage firms who had invested 
their retirement funds in their employer’s stock: the broker went out of 
business, with resulting total loss of the employces’ retirement savings. 

Diversification is a desirable investment objective, as these exam- 
ples show. It is important to avoid large losses. Giving up the chance for 
a large gain (and being content with a muderate investment relurn) is a 
worthwhile price to pay to avoid a large loss. 


INVESTMENT DIVERSIFICATION 


Investment diversification starts first with a decision on allocation 
of investinents between bonds and common stocks. Other investments, 
uch as real estate, are not usually considered, excep! in the original deci- 
donen how much to allocate to financial investments. 

This is very much an individual decision for the investor. Tt in- 
‘tudes an emotional component as well as a rational component. Some 
iulivicuals simply don’t like to own much common stock; others simply 
slon'l like to own much in fixed-income investment. There are no stan- 
dard rules on how to do this, but certain considerations and guidelines 
hive developed 

Over the years most suggestions have been for a split of about 50% 
bonds and 50% stocks, with a range from 75% in bonds and 25% in stocks 
or vice versa, Many advisors suggest that the percent in bonds increase 
nthe invester approaches retirement age, but others think that the threat 
et intlation, combined with reduced earnings capabilily, should move the 
hung westor lo increase the proportion in stocks. As this writer grows 
elder, he tends lo agree that investment in common stocks probably 
hould not be reduced. Peasiens generally don’t increase with inflation, 
alibough Social Security is adjusted for inflation. (Note, however, that So- 
slat Seetrity: bas i 


own set ol problems.) Bor most investors, only eon 


inst inflation. However, in [996, 
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common. stocks don’t come close to offering the rate of return of good 
fixed-income investments. For example, in late May, 1996, the long-term 
Treasury bond offered a return of about 6.90%, while the Standard and 
Poor's 500 Index, a widely knewn common stock index, offers a return of 
about 2.16%, or less than one third of the return available on the long- 
term Treasury bond. This means that stock prices must increase 5% each 
year just to equal the return from T-Bonds. Perhaps fixed-income invest- 
ments, with savings to allow for inflation, are a suitable substitute. 

Opinions also differ on whether a change in the market should 
cause an adjustment of the portfolio. Suppose you start with a 50-50 split 
between bonds and stocks, and a roaring bull stock market causes the 
split to be 63% in stocks and 35% in bonds. Should you sell some stocks 
to bring the ratio back to 50-50? Opinions of experts differ on this matter 
as well. Most investors probably will not sell, and if stocks go down 
again, the ratio may return to 50-30. 


ASSET ALLOCATION MODELS 


Many brokerage firms offer suggestions on haw to allocate funds 
between the different kinds of investments. These are called asset alloca~ 
tion models. They usually offer suggestions on the breakdown of total fi- 
nancial assets among cash, bonds, and stocks. For example, an asset allo- 
cation model might suggest 10% in cash, 40% in bonds, and 50% in 
stacks. The broker also usually offers specitic suggestions for actual indi- 
vidual investments in these areas. 

‘Assct allocation models offer the investor a look at his suggested 
portfolio, and allow him to answer “What if?” questions, such as, ’What 
if interest rates rise?” or “What if stock prices fall?” These can be useful 
for the investor's planning purposes. 


ARE YOU AN ENTERPRISING 
OR A DEFENSIVE INVESTOR? 


For many years, advisors have suggested that the investor first de- 
cide whether he will be an enterprising (or aggressive) or a defensive in- 
vestor. This suggestion was first made by Benjamin Graham, in his book 
The batelligent faeestuy, first published in 1949 and still one of the best books 
around on investment poliey for individual investors. The enterprising in- 
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vestor is willing to spend time and effort managing his investments: the 
defensive investor is willing to make only the minimal required effort to 
manage his investments and content himself with a lower return. The size 
uf the investment doesn’t matter much; the important question is the 
amount of effort the investor is willing to make to manage his investments. 

Jost investors have many demands on their time; they may also lack the 
special training required, as well as the interest, for active investment man- 
agement. Therefore, most investors will be defensive investors. 


|1OW TO STRUCTURE A BOND PORTFOLIO 


Seructuring a portfolio means setting objectives fur the portictio and 
thon selecting the bonds in the portfolio to meet these objectives. The ob- 
yctives include the time to maturity of the portfolio, the type of bonds 
Ihe investor wishes to hold in the portfolio, income-tax considerations, 
wna other matters, 3 
There are three main types of portfolio structure: the ladder portfo- 
ho, the bullet portfolio, and the barbell portfolio. We'll consider each of 
these, ‘The most important is the ladder approach, which many defensive 
tived-income investors will choose. i 
Fixed-income investors can also invest in bond mutual funds and 


unit invesbnent trusts to achieve their portfolio objectives. We'll consider 
these later in the chapter. 


HOW A LADDERED PORTFOLIO WORKS 


Suppose you just received an inheritance of $100,000, and you de- 
cide to invest it in a laddered portfolio. In May, 1996, here is how you 
might do it, You decide to invest in ten annual maturities, of $10,000 par 
value for each year, starting this year (1996) witha final maturity in 2005. 
You also decide to invest in Treasury securities, with a maturity month of 
\ngust forall ten investments. Your portfolio might look like this: 


Maturity Amnual 
Year Value Income 
[OGG 10,025 625.00 
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1997 10,088 650.00 
1998, 58730 
1999 10,175 687.30 
2000 9,950 625.00 
2001 10,613 787.50 
2002 9,925 637.50 
2003 9,313 575.00 
2004 10,363 725.00 
2005 9863 630.00 
Total 100,463 6,530.00 


As stated above, all matucities are for August, and all par amounts 
are $10,000. The values are based on approximate actual market prices in 
late May, 1996. 

In August, 1996, your first securities will mature. You use the pro- 
ceeds to buy $10,000 par amount of 10-year notes, maturing in August, 
2006; probably the Treasury will auction these off at thal lime, and you 
will be able to buy them noncompetitively at the auction. If nv such secu- 
rities are available, you will be able to purchase securities with a maturity 
date of close to August, 2006 

Now let's look at what you have done after this purchase in Auw- 
gust, 1996. You still have a 10-year ladderce portfolio, only now the ma- 
turitics go from August, 1997, to August 2006. You haven't changed the 
life of the portfolio to any great extent. You have kept the ladder concept, 
and bought some new sccuritics to replace the maturing securities at low 
transaction cost. You sti!] own Treasury securities, so you haven't low- 
ered the portfolio qualily. Your portfolio leoks much like it did before the 
maturity and new purchase. As long as you continue to use each annual 
maturity to buy ten-year Treasuries, you will continue to have a portfolio 
with these same characteristics which you originally chose. 

Let's see what happens to your portfolio value and income if the 
bond market changes drastically, up or down. Suppose, first of all, that 
bond yields fall between May and August, 1996, and the ten-year note 
vields only 4.5%. ‘This is a huge decline in vields, about 200 basis points, 
and would represent a large rise in the bond market, especially for such a 
short time, What will happen to the income from the portfolin? Your new: 
note will pay you #450 annually, replacing the old security which paid 
you $623 annually, Your annual income will decline by $175, a relatively 
small amount compared to the fofal annual portfolie income af 6550 he 
fore the maturity, or $6379 alter the change 
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Your diversification of maturities has protected you against a large 
income decline due to the fall in interest rates. Your income has fallen a 
lite, and if interest rales continue low, il will continue to fall as you roll 
ever maturing investments inlo new ones. [lowever, you have had pro- 
Ie tion for a few years. Note also that the value of your portfolio would 
Invrease as Money rates fell. 

In the early 1490s, as interest rates fell, many retired people saw 
Iheir incomes from fixed-income investments decline sharply. The reason 
vn that they had invested in money market funds. Money market funds 
respond almost immediately to changes in short-term interest rates, and 
Ihe income paid from money market funds fell sharply. Persons who 
held only these funds suffered, and in some cases even had trouble pay- 
ny everyday expenses. They were not diversified; had they been divensi- 
hed, their problems would have been fewer, although still existent. 

Now suppose that the bond market falls, with interest rates on 
iW year Treasuries rising 200 basis points instead of falling. This would 
hw an enormous decline in bonds, especially in such a short time. How 
sould your portfolio respond to this 

The longest bonds would decline about 15% in market value; the in- 
sain, of course, would continue at the previous levels. The five-year se- 
caurities would decline about 8% in market value. The shorter-term secu- 
ules would decline relatively little, and you would still have them 
ivailable asa ready source of emergency funds. Your diversification by 
iaturity has protected you agamst a decline in the bond market. Your 
ew ten-year investment, made in August, 1996, will yield about $850 in 
iinual income, so yout total annual income from the portfolio will in- 
25 laa Lolal of $6,775. 

Note also that, with a laddered portfotio, each new investment of 
Ie proceeds of the maturing security is invested at the cate for 10-year 
wcririties. With a normal yield curve, this will be the highest of the rates 


roase by 


1 sitable daring the ladder period. Lhe ladder technique guarantees that 
sl your investments will be made at the highest, long-term rate normally 
ssaiable to them, within the constraints you originally chose for the 
porHolio. 


Summarizing, what have you accomplished with the ladder ap- 
prouh fo portlalio management? You have diversified by maturity so 
that chen 


jes in interest rates will not affect you much; you have pro- 
tected yourself against changes in interest rales, both upward and down- 
coord. Your portfolio will roughly maintain its value in widely fluctuat- 
hye niarkets, ane vour ticome streant won't change much, either, over a 


hort period of tine, Phe ma 


aygentent eflark involves only ene invest 
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ment once each year (in August) and you can probably buy these secuuri- 
tivs at the anction. They will probably have the highest yield of all the se- 
curities in the ladder period. You have given yourself this diversification 
protection at zelatively little management cost, and relatively low trans- 
action cost, especially since the maturing bonds will provide cash at no 
transaction cost whatever. 


The Decisions You Made to Construct 
This Portfolio 


When you first constructed this portfolio, you made two decisions: 
you decided on the time period of the ladder, and you decided on the is 
suer of the bonds. 

For the issuer, you decided on Treasuries. If your portfolio is com- 
posed solely of Treasuries, no further diversification by issuer is needed, 
because Treasuries have no credit risk. However, if you had decided lo 
buy other securities, such as corporate or municipal bonds, you would 
have had to diversify further as to issuer and other factors. We'll talk 
more about these later on. 

You also picked the ten-year time period of the ladder. You could 
have picked other periods instead. For example, you couid have had 
$10,000 par amount maturing every two years for twenty years; you 
would then have bought a new 20-year bond every two years as the earli- 
est maturity matured. You could have picked a five year period, with 
$20,000 maturing every yeat for five years. In fact, you could have picked 
almost any desired period, as long as Treasuries were available to make 
up your portfolio, 

This choice of ladder period is really a choice of how much market 
risk you are willing to take. A longer ladder would be riskier, because 
long-term bond prices fluctuate more than short-term bond prices for the 
same change in yield. 


How to Measure Market Risk 


When you chose the amount of risk you were willing to accept by 
choosing the length of the ladder, you measured the tisk by a time pe- 
riod; in other words, the length of time of the ladder was a measure of 
the amount of risk of the portfolio. Almost all professional porttotio man 
agers use same time measure to measure the market tisk of their portfo- 
lids this is also called a gicwsniee of fund cestaat fits 


Portfolio Managentent in 


A well-known time measure is the average life of the portfolio. This 
is computed in the following way: 


1. Por each individual maturity, multiply the maturity amount by Ue 
time to the maturity date. 
2. Add the products computed in 1 
3. Divide the total by the total maturity amount. 
For example, suppose you have a portfolio of $3,000 total par 
amount, with $1,000 maturing in 2, 3, and 4 years. What is the average lite? 


We have: ($1,000 x 2 years) + ($1,000 x 3) + (BLOOD x 4) 
($2,000 + $3,000 + $4,000) 
= ($9,000) 


Average life = ($9,000 vears) divided by ($3,000), the total pat 
amount of the portfolio. 

Therefore, the average life equals three years, in this case. 

Tn the case of the 10-year ladder portfolio, the average lile, aller yo 
have just bought the new 10-year securities, is 342 yea 

Many sophisticated portfolio managers use a variation ol this con 


cept, called the modified duration. Moditied duration includes the coupor 
meome along with the maturity amounts, and evaluates the present yale 
af these, using a present value cquation. However, for most individual de 
lonsive investors, average life is much easier to compute and to under 
sind, and is a perfectly adequate risk measure for their purposes 


| 1OW THE BULLET AND BARBELL 
APPROACHES WORK 


Is there some other way lo structure your portfolio so that it would 
have the same risk as the ladder porttolio, and might have other ack an 


tages as well? Tyo ways to do this are the bullet approach and the bar 
hell approach 

The bullet Spproach Is simply fo buy one security with the chesen 
Ite, and manage that security. Le this case, The investor would bus 
SLOU,000 market value ofa security with maturity day St years irom: Art 


ue 
pe 


[v9o; thatis, the security wool niatare in Febraary, 2002. As Tinie 
Jarl Fie Lines to matiithy shortens, He iivestor sells the old 
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rity and buys another security, once more with a time to maturity of 5% 
years. 

You can see that this requires a higher volume of trading, and a 
closer attention to management. However, the need to do more frequent 
swapping can offer trading possibilities that don’t exist in the ladder 
portfolio. Also, depending on the shape of the yield curve, the income 
might be somewhat higher using this approach. However, changes in the 
yield curve can make this approach, and the barbell approach, less attrac- 
tive than a simple ladder approach. 

Another way to manage a bullet approach is simply to select a ma- 
turity, such as a five-year maturity, which has relatively little risk. Hold 
the security for a while, say for three years. After three years, you now 
have a two-year security. Sell this security and buy another five-year 3e- 
curity. With a normal yield curve, this will result in an increase in yield 
from the two-year yield, and increased earnings for the next two-year pe- 
riod. This method can also give good results. 

A second approach is to buy two maturities, which together have 
an average life equal to that desired. This might consist of equal amounts 
of L-year and 10-year securities. Depending on the shape of the yield 
curve, this also can give you a somewhat better return. However, it too 
requires more active management. 


THE IMPORTANCE 
OF DIVERSIFICATION BY ISSUER 


So far, we have considered portfolios consisting only of United 
States Treasury obligations. We showed how diversification by maturity 
was important, even for portfolios composed of Treasuries. 

Diversification by issuer is unnecessary for Treasuries because they 
have no credit risk, but portfolios of other securities, such as of corporate 
or municipal bonds, will require issuer diversification. Here ave several 
examples showing why this consideration is important. 

Orange County, California, used to have a Aa Moody's rating. This 
is the second best rating that it is possible for a bond to have. Very few 
municipal issuers, except for advance refunded bonds, have a Aaa rating, 
and so Orange County had one of the country’s best. {Is residents ar 


generally well off; itis one of the world’s richest countics. If yor were 
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buying municipal securities, you could easily have considered end 
bought those of Orange County, 

Yet Orange County ran inte financial trouble in 1994, and in 1995 was 
forced ig declare a moratorium, delaying payment on several of its obliga- 
tons, and even entering bankruptcy. The reason? Orange County had lost 
spproximately $1.6 billion dollars in financial futures; much of this was 
saved toather governments and governing bodies in the area. These other 
sovernments pressed claims against Orange County for the full amounts 
saved to them, The Orange County voters refused lo approve tax increases 
to pay this debt, buteventually the securily holders were paid with new is- 

ues of debt The County reduced government expenses, and even consid- 
ered Lay gale of county-owned property, including their airport. [t would 
have been hard to find a better rated bond than one issued by Orang 
© ounty, yet that i 


uer ran into serious financial trouble. 


This episode indicates the importance of diversification by issuer in 
iny bond portfolio (except one composed of Treasuries) 

Corporate bonds are subject to similar events. For example, RJK 
Sabisen (9 suecessor firm to the old National Biscuit Company) had been 


F well regarded inve: 


tmenl, and ils bonds sold at relatively low yields 
Then, in the fall of 1988, il was the subject of a leveraged buyout. The 
vickls of ifs bonds promptly increased, compared to what they had been, 
». the increase over comparable [reasury yields increased from 100 basis 
fretnts to 350 basis points, Owners of what had been a highly rated in- 
veoiment suddenly owned bonds with much lower ratings. This too ilus- 
lattes the importance of diversitication in bond investment. 

Ihis type of situation is called “event risk” in carporale and munict 
palbonds. “bvents” in “event risk” occur all too Irequently, and require 
hversification by issuer in corporate and municipal bond investments. 

How much diversification by issuer is enough? Opinions vary, and 
theandividtial mvestor will have her awn ideas on this subject. But if you 
Lon) cypuol diversification among twenty different issuers, and if the in- 


vcLment in one issuer were wiped out, you would havea decline of only 
Soin your portfotin. She indiyidual investor would decide whether this 
pas aeleqtiale 


Diversificaion ainong twenty different issuers, with additional dif- 
Ioetices belwweet Themes discussed laler ia this chapter, could provide 
coouph issuer diversitivation for most necds for most defensive in- 

calor, Ob vourse, this requires cheugh investment capital lo invest in 
Hogan siiierent esters Milual lund and wiit investment trusts ean 
Hho provide fader diveraieation for celalively small investments, 
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OTHER DIVERSIFICATION CON SIDERATIONS 


Other considerations include diversification by the issuers type of 
rpusiness (or corporate bands), by the source of revenues (lov avenicipal 
bonds) and by the issuer’s geographic location. 
ippose you invested in twenty different bonds (either municipal 
or corporate) from twenty different issucrs, but they all were in the elee- 
cric utility (or public power) business. You would not be realty diversi- 
fied; if anything happened to the electric utility business, you could suf 
fer severe loss. Your diversification should be by type of industry, if you 
are investing in corporate bonds, and by type of revenue, if you are in. 
vesting, in municipal revenue bonds. lnvestment in municipal general 
obligation bonds should be diversified by issuer geographic lecation. In- 
vestment in municipal revenue bonds should also be diversified by is- 
suer geographic location, while investment in corporate bonds should be 
diversified by the geographic location of the business 


DIVERSIFICATION AND MANAGEMENT 
BY INVESTING IN BOND MUTUAL FUNDS 
AND UNIT INVESTMENT TRUSTS 


Diversification can also be accomplished by investment in bond 
mutual funds and unit investment trusts (UTTs). (These are beyond the 
scope of this book, there are many fine books on these investment possi- 
pilitics, including one in this NYIE series.) We will look at ways in which 
you might use these to diversify. 

Each mutual fund or UIT has investment objectives, which are 
stated in the fund’s prospectus and its reports. These objectives include 
the type of bonds it owns, maturity range It will own, and investment ob- 
These should be the same as the investor’s own objectives for 
fixed-income investment. 

Funds will also offer portfolio management to the investor: this is 
the management oF the fund's own por tfolio. LITs have no management 
since they do nol trade the bonds they own, but may only sell them if 


they wish, wilhoul replicoment. Also, with UES, bonds (hat mature or 


are called aie not replaced. Chis gives UPS a tied. lintited hfe, which is 


shite in thee 


hal prorpicctiiss 
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Most funds and UITs will offer diversification by issuer. Div ersifica 
hon by maturity is somewhat harder, but can be accomplished by choosing 
investments in several funds, each of which has a maturity objective. 


BOND SWAPPING AND WHY 
INVESTORS SWAP BONDS 


A bond swap is a simultancous sale and purchase of bonds. ‘The 
le ond the purchase are separate transactions, but the objective is that 
the amounts of the sale and the purchase should be roughly similar, and 
\canally the par amounts of the trades are roughly equal as well. 
Swaps can be done for four major reasons, but not all of hem apply 
, to portfolio management. Some apply to the investor's personal 
ination, and some apply to market levels. 
The four reasons for swapping a bond are: 


equal 


1. Change in market levels 
Change in the investor's personal situation 
Change in the bond's characteristics 


|. Portfolio improvement 


In considering a swap, always remember thal the swap should be 
vuule within the overal] context of managing your portfolio; never nuke 
1 avap simply for the purpose of making, a swap, or for any purpose not 
ielaled. lo your portfolio. Your portfolio objectives and plans should 
aie yaur swaps, not the other way around. 
For example, in the ladder portfolio example given varier, you swap 
new each year, as securities mature and you replace them with new 
lon year securities. This is the only swap planned tor your portlolie, Any 
thers should be considered within thal planning, framewor Ke for exany 
ple vot wonkl not swap your tive year maturily fora twenty year malt 
hh becanwe thal is outside (he range of your porlfolio’s maturity sche tube 
Larpe bond price changes, by themselves, may nol be a reasen fora 
nap Heyer have made the decision to aogate a portion of your porte 
hocto bonds, then market changes may cause vou lo 


baate this devi 
tan butt you doen't change your mind on your asset alloration, then 
eormay nob whl te sawayt 
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Changes in Market Levels Tax Swaps 


If the bond market has moved down, you may wish to consider 
what is called a iax swap, A tax swap Is the sale of bonds at a loss with re- 
placement by similar bonds that are stil] different enough to comply with 
Internal Revenue Service requirements for the loss te be deductible for 
income-tax purposes, Compliance ensures tax deductibility, and if you 
have replaced the bonds sold with similar bonds, you remain within 
your portiolio’s original planning ideas. With tax swaps especially, you 
should consult with your tax advisor in advance. 


Changes in Personal Situation 


A change in your personal situation could be a reason for swap- 
ping, but first you should reexamine your original portfolic management 
ideas, For example, personal situation changes might include retir ement; 
a move to another location, especially another state; a sudden change in 
financial status, such as a large bonus or an inheritance; or some other 
personal change, such as a divorce or death in the family. Retirement 
might cause a change in asset allocation, tesulting in possible bond port- 
folio changes, with resulting possible swaps. Tf the investor has a portfo- 
lio of municipal bonds, a move to another state might mean swapping 
into bonds issued within the new state to avoid state income taxes in the 
new location, 


Changes in Bond Characteristics 


A change in bond characteristics might require a swap. In the case 
of the ladder portfolio, each year a bond changes its characteristics by 
maturing; the proceeds are then reinvested (“swapped } into a neve 
bond. But suppose the investor had a ladder portfolio with matuzities 
from six to fifteen years. Each year, the investor would sell the shortest 
bond, which would then be a five-year bond, and buy a new fifteen-year 
bond, the longest term im the ladder portfolio. This swap is done for 
the purpose of maintaining the original portfolio characteristics Other 
changes in bond characteristics include advance cefundings, and large 
changes in ratings. An advance refunded bond will usually be refunded 
to the call date and price, which may not be within the investor's porlio- 
lio plan. ‘This bond would bo a possible swap 
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Portfolio Improvement Swaps 


Portfolio improvement swaps can sometimes be done, but these re~ 
«iire continual attention to opportunities in the market. Most defensive 
uivestors probably won't have the time or the inclination to do that, and 
"any case, for most individual investors, the expense of making the 
“wap uses up the possible advantages. Sometimes, however, investors 
have the opportunity to swap one bond for another, remain within the 
tanige of the portfolio’s plan, and pick up an improvement in yield (called 
veld pickup swap) or an improvement in quality. Usually, however, 
tnest proposed swaps that give a yield improvement also require an ex- 
{ension in maturity. If the new bonds are within the plan, that may be ac- 
ceptable. In fact this is what is done with the ladder portfolio concept 
with bonds that mature or move outside the ladder period, but in most 
vases the extension of maturity will take the proposed new bonds outside 
the maturity range of the portfolio. 

Bond swaps of any kind will probably create a capital event for fed 
vritand state income-tax purposes, so you should always consult with 
sour tax advisor before making the swap. But first, you should make 

tay that the swap conforms to your parttolio plan. 


'tHtE LADDERED PORTFOLIO THREE MONTHS 
|. ATER—AN UPDATE 


The section on the laddered portfolio was written in late May, 1996. 
Ihe review of the proofs in September, 1996, gives the author a chance to 
luk ot what would have happened in late August, 1996, when the first 
hors actually matured, and the funds had to be reinvested. 

The market had fallen during the previous three months, so that the 
perttolio’s value had declined somewhat. Also, the Treasury did not hold 
ieosual August auction of ten-year notes, so the investor could not pur- 
“hase new notes at the auction, However, notes maturing in July, 2006, 
were available, with a 7% coupon, at a price, including an allowance for 
commission, of about 1001/2, and a yield to maturity of 6.94%. The in- 

or could buy these for about the same price as a new issue at auction. 
Thin shows one of the advantages of investing in Treasuries: there is 
ibaly to be a security close to almost any desired maturity within the 
best thirty years. Note, however, that in this case you had to provide an 
sbhGonalamoant ol about 850, plus about $60 macerued interest: this 
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could have been taken out of the interest payments of about $3200 in late 
August. 

Suppose the investor buys these notes. The portfolio will then 
look like this: 


Maturity Annual 
Year Value Tacene 
1997 10,050 
1998 9,925 
1999 10,100 
2000 9,863 
2001 


2002 
2003 
2004 723.00 
2005 650.00 
2006 700.00 
Total 6,625.00 


As stated above, all maturities are for August, except for the july, 
2006 maturity, and all par amounts are $10,000. The values are based on 
approximate actual market prices in late August, 1996. 

The notes maturing in 2005 declined in value by about 11/2 
points, or about $150. However, the whole portfolio declined in value by 
about $863, or only a little more than half the decline of the longest matu- 
rity. The ladder hay protected you against a moderate market decline. At 
the same time, income has increased by $75 annually, as the new notes 
had a higher coupon rate than the maturing notes, This probably won't 
happen every year, especially when the higher coupon notes mature, but 
you can see that the ladder construction protected you against market de 
cline, and also gave you somewhat higher income. Your average life 
stayed abaut the same and you still have short term securities as a source 
of emergency funds if needed. 


lecrued Interest, 


letive Bonds (The “Free Crowd”). 


Nitive Bor. 


Adjastinent Bonds. 


\deniee Refunding, 


Glossary 


(J) The amount of interest due the 
seller from the buyer, upon settle- 
ment of a bond trade. (2) Prorated 
interest due since the preceding in- 
terest payment. 

A category of debt securities that 
the New York Stock Exchange Floor 
Department expects will trade fre- 
quently. Consequently, they are 
handled freely on the trading, floor 
in much the same manner as stocks. 
See inactive Bonds. 

A physical location where securi- 
ties are held awaiting action on 
them. 

See Income Bonds, 

(1) Sale of new “refunding” munic- 
ipal bonds in advance of the first 
call dale of old) bonds to lower in 
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Aftermarket, 


After-Tax Basis. 


Agreement Among Underwriters. 


All-or-None (AQN) Offering. 


Glossary 


terest costs, change the bond in- 
denture, or other reasons. Proceeds 
from the refunding issue are usu- 
ally invested in Ireasury securities 
until the older, higher-rate bonds 
become callable. (2) Exchange of 
maturing U.S. Government securi- 
ties prior to their due date for new 
securities with a jaler maturity for 
the purpose of extending the na- 
tional debt. 

A markct for a security either over 
the counter or on au exchange after 
an initial public offering has been 
made of the security. 


An investor's yield to maturity cal- 
culated to take into account federal 
and state income taxes. This basis 
is used to compare returns of tax- 
able bonds and tax-exempt munici- 
pal bonds. For example, a corpo- 
rate bond paying 10% would have 
an after-tax basis of 5% for an in- 
vestor in the 50% tax bracket. B 
contrast, a fully tax-exempt munic- 
ipal bond paying 5% would have 
an afler-tax basis of 5%, 


An agreement among members of 
an underwriting syndicate specify- 
ing the syndicate manager, the du- 
ties, and the privileges, among 
other things. Algo called a syndi- 
cate letter. See Underwriting Agree- 
ment. 

A “best-efforts” offering of new 
securities in which the issuer in- 
slrucls Ihe investment banker to 
cancel the entire offering, (sold and 
unsold) i allot it camiat be distrib- 
ated. in the secondary markel, an 


Miternative Mininnun Tax. 


\nortization, 


Vad Interest.” 


\rhitrage, 


Irebatrage Cer 


tebitvager. 


\ 


1 


ear 


Agent. 
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indication that a particular lot of 
bonds will not be split up, but is 
offered only asa block 

An income tax levied to make cer- 
tain that taxpayers with a large 
number of deductions, credit, and 
exemptions do not escape all tax li- 
abilities. 

The process of gradually reducing 
a debt through installment pay 
ments of principal and inter 
Also applies to reducing the pr 
mium paid for a bond by applying 
part of the interest payments to 
premium reduction. 


A bond transaction in which the 
buyer pays the seller a contract 
price plus interest accrued since 
the issuer’s preceding interest pay- 
ment. 


The simultaneous purchase and 
sale of the same or equal securities 
in such a way as tu take advantage 
of price differences in separate 
markets, See Bona Fide Arbitrage; 
Risk Arbitrage. 


A document showing compliance 
with the limitations on arbitrage 
imposed by the Internal Revenue 
Code. 

One who engages in arbitrage. AL 
though “arbitrager” is the pre- 
ferred form of the word for general 
usage, the financial community 
frequently uses “arbitrageur.” 

The amount by which interest on 
bonds is ue and unpaid 

The vole of a broker/dealer tiem 
wwheo facts as the intermediary, oF 
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As Principal. 


Ascending or Positive Yield Curve. 


Ask-Bid System. 


Al-the-Close-Order. 


Glossary 


broker, between its customer and 
another customer, a market maker, 
or a contra-broker, For this service 
the firm receives a stated commis: 
sion or fee. The trade is called an 
“agency transaction.” See As Prin- 
cipal. 

The role of a broker/dealer firm 
when it buys or sells for its own ac- 
count. In a typical transaction, the 
firm buys from a market maker or 
contra-broker and sells to a cus- 
tomer at a fair and reasonable 
markup. If the firm buys from a 
customer and sells to the market 
maker at a higher price, the trade is 
called a mark-down. See As Agent. 


The condition in the bond market 
when long-term interest rates are 
higher than short-term interest 
rates on debt securities of the same 
investment quality. 


A system used fo place a market 
order for securities. A market 
order is one the investor wants ea- 
ecuted immediately at the best pre- 
vailing price. Ihe markel erder to 
buy requires a purchase at the low- 
est offering (asked) price, and a 
market order to sell requires a sale 
at the highest (bid) price. The bid 
price is what a dealer is willing to 
pay for a security, while the asked 
price is the price at which a dealer 
will sell, The difference between 
the bid ancl ask prices is called the 
spread. See Bid-and-Asked Quote. 


An order to be executed, at the 
markel, at the close of trading, or 


as near as practicable Lo the clase 


hlinseiry 


\t-the-Market, 


Vt -fhe-Money. 


Mt the-Opening (Opening Only) 
Oiler, 


huction Marketplace. 


luthorily Bond. 


Lavuy frou Me. 


eoay fron the Market. 
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(1) A price representing what a 
buyer would pay and what a seller 
would take in an armslength 
transaction. (2) An order to buy or 
sell immediately at the currentiy 
available price, 


A term used to describe a security 
option where the strike price and 
market price are the same. 


An order to buy or sell at a limited 
price on the initial transaction of 
the day for a given security: if un- 
successful, the order is automali- 
cally canceled. 


A term used to describe an orga- 
nized securities exchange where 
Wwansactions are made in the open 
and any exchange member may 
join in. Most bond trades are not 
done in an auction market bul are 
done in over-the-counter trading. 
See Over-the Counter Market. 


A bond issued by a government 
agency such as the Port Authority 
af New York and New Jersey or 
the Jos Angeles Department of 
Water and Power. ‘The bonds are 
usually payable from revenues of 
the agency and not from the gen- 
eral revenues of the state or city es- 
tablishing the agency. . 
When a market maker does not ini- 
tiale a quotation, transaction, or 
market ina security, he says it is 
“away from me.” 


An onder where the fimit bid is 
below the market quale far the se 
cutily ar where the limit aller is 


above the market qriete 
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Baby Boud. 


Back Office. 


Backing Away. 


Balloon. 


BAN 
Bankers’ Acceptances. 


Banks for Cooperatives. 


Basis Point. 


Clossary 


A bond with a face value of less 
than $1,000, usually in $100 de- 
nominations. Baby bends are is- 
sued chiefly by local governments 
lo give moderate-income savers a 
way to purchase small-denomina- 
tion tax-exempt bonds 

A securities industry phrase to de- 
scribe a firm's cashier and clearing, 
operations along with its account- 
ing and compliance departments. 
A cefusal by an over-the-counter 
market maker lo honor the quoted 
bid- or asked-price for a minimum 
lot of bonds. This practice is out- 
lawed under the Nationa] Associa- 
lion of Securities Dealers Rules: of 
Tr 
A larger principal repayment in 
the later years of some serial bond 
issues. Sve Serial Bonds 


iv Practice. 


Sev Bond Anticipation Note. 


Bills of exchange yuarantecd {ac 
cepted) by a bank for payment 
within one to six months. They are 
used to provide manufacturers 
or exporters with short-term funds 
to operate belween the time of 
manufacturing, or exporting goods 
and receiving payment from pur- 
chasers. 

A farmer-owned agency operating 
under supervision (rom the Farm. 
Credit Administration thet makes 
Toans to farm cooperatives 


One one-hundredth of a percent 
age point The most canmon mea 
stro changes im bond yields Par 
ry bond vteld 


e\ainple, ate 


1 desssortt 


Rear Market, 


Rearer Boud. 


Bearer Form, 


BeHivether, 


Keneticial Owner. 


Rest Efforts Offering. 
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ing 8.17% changes in price so that 
it now yields 8.10%, it is said to 
have declined seven basis points in 
yield. 

A prolonged period of falling secu- 
tities prices. The greatest hear mar- 
kel for bonds lasted from 1946 
until 1981. 


A bond that does not have the 
owner's name registered on the 
books of the issuing corporation or 
government and one that is pay- 
able to the bearer. Since July 1], 
1983, municipal bonds have not 
been permitted to be sold as bearer 
bonds for their interest to be tax- 
exempt. 


Securitics issued in such a form as 
not to permit the owner’s name to 
be imprinted on the certificate. The 
holder of the sccurity is presurned 
to be the owner. 


Tn the bond market, the most re- 
cently issued long-term Treasury 
bond, widely followed as a mea- 
sure of the direction and magni- 
tude of price changes in the bond 
market. 


The owner of securities who re- 
ceives interest and repayment of 
principal even though they are reg. 
istered in the name of a brokerage 
firm or nomince bank. 

An offering of newly issued securi- 
lies in which an investment banker 
acts merely as agent, promising 
only fo make the best effort to sell 
the securities bul not guarantecing 
fo sell (hen. Such offerings usually 
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Bid-and-Asked Quote. 


Bidding Syndicate, 


Blowout. 


Blue-Sky Laws. 


Blue-Skying the Issue. 


Bona Fide Arbitrage. 


Bond. 


Glossary 


involve commen stocks and not 
bonds. 

The bid price is the highest price 
that anyone has declared wilting- 
ness to pay for a security at a given 
time. The asked price is the lowest 
price anyone will accept at the 
same time. 


‘Two or more investment banking 
firms working together to submit a 
proposal fo underwrite a new issue 
of securities. 


A securities offering that sells oul 
almost immediately. 


State antifraud securities laws per- 
taining to registration require- 
ments and procedures. “Blue sky” 
is used to mean lacking substance 
or fanciful, and the regulations are 
designed to halt the sale of securi- 
ties having “no more value than a 
patch of blue sky.” 
The efforts of the underwriters’ 
lawyers to investigate and analyze 
state laws regulating the clistribu- 
tion of securities and to qualify 
specific issues of securities under 
those laws. 

Arbitrage transactions by profes- 
sional traders to take advantage of 
different prices for the same securi- 
ties in different markets. The risk is 
usually minimal and the profit, 
correspondingly small Sve Risk 
Arbilrage 


A security representing long-term 
debt issued by governments or cor 
porations. The security may be in 


bearer, book entry. or repistered 


Chesary 


Hond Amortization Fund. 


Houd Anticipation Note (BAN). 


Hond Bank, 


Hand Broker. 


Bosal Counsel, 


181 


form, and the issuer pays interest 
on the bonds at specified dates and 
redeems them when the loan is 
scheduled to be repaid, called the 
maturity date or call date. 


An account in a sinking fund. An 
issuer makes periodic deposits of 
money eventually to be used to 
purchase bonds on the open mar- 
ket or to pay the cost of redeeming 
the bonds. 


A shori-term debt insirument is- 
sued by states, cities, and other 
local governments, usually offered 
ona discount basis. Proceeds from 
a forthcoming bond issue are 
pledged to pay off the notes at 
maturity. 


An agency created by a state to 
purchase entice issues of bonds of 
municipalities. The purchases are 
financed by the issuance uf bonds 
by the bond bank and are made to 
provide better access to capital for 
smaller, less well-known issuers. 


A person who acts as an intermedi- 
ary between buyers and sellers of 
securities for commissions. Bond 
brokers work on securities ex- 
changes and in the over-the-counter 
market, handling Treasury, corpo- 
rate, municipal, and other types of 
bonds. 


A lawyer or law firm, with exper- 
tise in bond law, who can deliver an 
opinion as to the le 
suance, and in the case of municipal 
bonds deliver an opinion as to the 
Liv exempt status of the securities. 


ality of is- 
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Bond Fund. 


Bond Insurance. 


Bond Interest Distribution. 


Bond Issue. 


Bond Purchase Agreement. 


Bond Rating. 


Glossary 


An invesiment company or mutual 
fund that invests chiefly in long- 
term bonds. The most important 
are Treasury bond funds, corpo- 
rate bond funds, convertible bond 
funds, municipal bond funds, and 
foreign bond funds. 


Insurance as to timely payment of 
interest and principal, chiefly on 
municipal bonds. The cost of insur- 
ance is usually paid by the issuer 
to reduce the cost of borrowing. 


In a bond trade, the payment of in- 
terest accrued since the preceding 
interest payment by the issuer. The 
bond interest distribution payment 
is made by the bond purchaser te 
the band seller, thereby making the 
purchaser entitled to all the next 
payment of interest by the issuer. 
The interest duc the seller is calcu- 
lated by multiplying Principal x 
Rate x Time. 

Bonds sold under one indenture or 
resolution and having one settle- 
ment date. The bonds of a single 
issue may have different maturity 
dates, however. 


The contract between bond issuer 
and underwriter setting down final 
terms (most importantly, price and 
yield) and conditions governing, 
the purchase of the securities. 

A measure of the quality, safety, 
and potential performance of a 
bond issue. Moody's Investors Ser 
vice and Standard é& Poor's are the 
two largest rating agencies; Fitch 
Investors Service and Dust & 


Glossary 


Bond Year. 


Honded Debt. 


Book Entry Bond. 


Bought Deal. 


Broker. 


Broker's Broker. 
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Phelps Credit Rating Co. are two 
smaller rating agencies. 


51,000 of debt outstanding for one 
year; an element used in calculat- 
ing average life of a bond issue and 
net interest cost, chiefly on munici- 
pal serial bonds maturing annuelly 
over a span of years. 


The portion of an issuer's total in- 
debicdness represented by out- 
standing long-term bonds. 


A bond for which no certificate ex- 
ists, but records of the beneficial 
owner are kept by a depository 
and its members (banks and bro- 
kerage firms). 


In securities underwriting, a firm 
conmitment to purchase securities 
from an issuer. Ht differs from a 
stand-by commitment in which un- 
derwriters agree to purchase part 
of an issue if it is not fully sub- 
scribed, and it differs from a best- 
efforts deal, in which underwriters 
strive to seil the securities but 
do not guarantee doing so. In a 
bought deal, investment bankers 
buy the securities with their own 
and borrowed capital and then 
seek to sell them at a higher price. 


A person who acts as an intermedi- 
ary between a buyer and a sciler, 
usually charging a commission. 


A municipal bond broker who acts 
as intermediary only with munici- 
pal bond dealers and not with the 
general public 
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Bull Market. 


Call, 


Call Protection. 


Call Premium, 


Canadian Interest Cost. 
Carry, 


Cash Contract, 


Cashier Department. 


Catastrophe Call. 


Glossary 


A period of rising securities pric 
In the bond market, it is a period of 
declining bond yields. 


Action taken to pay principal of 
bonds before their stated maturity 
date, in accordance with the inden- 
ture. 


Assurance that bonds may not be 
called for part of the time, usually 
10 years, that they are scheduled 
to be outstanding. See Noncallable 
Bond. 


A dollar amount, usually stated as 
a percentage of principal, paid as a 
penalty or premium when aa is- 
suer exercises its right to redeem 
securities prior to maturity. 


Same as True Interest Cost, See true 
interest cost. 


The net interest cost of financing 
an inventory of securities. 


A securities contract that calls for 
delivery of securities to the pur- 
chaser on the same day they were 
traded. 


A division of a securities firm re- 
sponsible for the physical handling 
of securities and money, delivery 
and receipt, collatcral loans, bor- 
rowing, lending, and transfer of se- 
curities, and other financial trans- 
actions. 


An issuer's call for redemption of a 
bond issue when certain events 
occur, such as an accident ata con- 
struction sile that severely affects 
the completion of a project 


lossary 


Certificates of Accrual on Treasury 
Securities (CATS). 


Certificate of Deposit (CD). 


Clearing House Funds. 


Close-Out. 


Closing Date. 


Closing Quotation. 


Collateral, 


Collateral Trust Bond. 
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Receipts for interest on principal 
payments of U.S. Treasury issues. 
They are sold at deep discounts 
from face value, and pay no inter- 
est during their lifetime but pay 
full face value at maturity. See Zero 
Coupon Bonds. 


Short-term negotiable debt security 
issued by commercial banks with 
maturities ranging from a few 
weeks to several years. Interest 
rates are determined by the money 
market. Also nonnegotiable bank 
savings deposits with specified 
maturities. 

Funds represented by checks that 
are transferred between banks 
through the Federal Reserve Sys- 
tem and that require three days to 
clear. See Federal Funds. 


‘The procedure that enables dealers 
who have bought securities but 
have not yet received them to take 
action to complete the transaction. 


The date on which a new issuance 
of bonds is delivered to the pur- 
chaser upon payment of the pur- 
chase price. 

A market maker's final bid and 
asked prices for an issue at the end 
ofa business day. 


Securities and other property 
pledged by a borrower until a loan 
is repaid 

A corporate bond issue that is pro- 
tected by a portfolio of securities 
held in trust by a commercial bank 
or otber trustee. Iis usually issued 
by parent corporations dhat are 
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Commission. 


Competitve Underwriting. 


Concession. 


Confirmation. 


Contrabroker. 


Conversion. 


Conversion Price. 


Convertible Bond, 


Glossary 


borrowing against the securities of 
wholly owned subsidiaries, 

The fee paid to a dealer when the 
dealer acts as agent in a securities 
transaction, as opposed to when 
the dealer acts as a principal in a 
transaction. See Net Price. 


A sale of securities by an issuer in 
which underwriters submit com- 
petitive sealed bids or, rarely, oral 
auction bids to purchase the secu- 
ritics. The issuer awards the bonds 
to the highest bid (lowest net in- 
terest cost). Ser Negotiated Under- 
writing. 

The allowance (or profit) that an 
underwriter may offer to a dealer 
who is not a member of the under- 
writing syndicate for helping sell 
an offering of securities. 


A written document certifying an 
oral transaction in securities thal 
provides pertinent information to 
the buyer and seller. 


A term used to describe the broker 
with whom a trade was made. 


Exchange of one security for an- 
other, usually of corporate bonds 
or preferred stock for common 
stock, 


The dollar value at which convert- 
ible bonds, debentures or preferred 
stock can be converted into com- 
mon stock under the terms of the 
indenture. 


A bond that may be exchanged for 


another se 


arity, usually a speci 
fied number of common shares. 


1 dowsary 


Corporate Bond. 


Conpon. 


Conpon Bond. 


Cover. 


ooerage. 


Current Yield. 
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A debt security issued by a corpo- 
ration. 

(1) The detachable part of a bearer 
bond that denotes the amount of 
interest due, on what date, and 
where payment is to be made. 
Coupons ‘generally are payable 
semiannually. They are presented 
to an issuer’s paying agent or de- 
posited in a commercial bank for 
collection. (2) The interest rate, ex- 
pressed as a percent, paid on a 
bond. 


A bond with detachable interest 
coupons, small ticket-like certifi- 
cates denoting the amount to be 
paid. Prior to July 1983 most mu- 
nicipal bonds were issued in 
coupon form, but the law now re- 
quires most municipal bonds sold 
since then to be in registered or 
book-entry form for their interest 
to be exempt from federal income 
taxes. See Registered Bond. 


The differential in basis points be- 
tween first and second bids in a 
competitive bond sale. Also, the 
second-best bid. 


The margin of safety for payment 
of debt service on a revenue bond, 
stated as the number of times (e.g. 
150% coverage) by which net an- 
nual eamings exceed annual debt 
service. 


‘The rate of return ona bond based 
on the ratio of interest income to 
the purchase or market price. It is 
the acluat rate of return, not the 
coupon rate. For example, a bond 
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Cushion Bond. 


CUSIP. 


Dated Date. 


Day Order. 


Day Trading. 


Dealer. 


Dealer Bank, 


Debenture. 


carrying a 6% coupon rate and 
trading at 95 is said to have a cur- 
rent yield of 6.32% ($60 coupon + 
$950 market price = 6.32%). 

A callable bond with a coupon rate 
higher than current markel interest 
rates, that is trading at a premium. 
If interest rates rise, the price of a 
cushion bond wen’t decline much. 


An acronym standing for Commit 
tee on Uniform Securities [dentifi- 
cation Procedures, which was es- 
tablished by the American Bankers 
Association to develap a standard 
method of distinguishing munici- 
pal, US. government, and corpo- 
vcurities. Each security is 
given a CUSIP number, and each 
maturity of a municipal bond issue 
carries its own CUSIP number. 


The date of a bond issue from 
which the bond holder is entitled 
to receive interest, even though the 
bonds may actually be delivered at 
some other date. 

A transaction order that remains 
valid only for the remainder of the 
trading day it was entered. 

The act of buying or selling securi- 
tics the same day 


An individual or firm in the securi- 
ties business acting as a principal 
rather than as a broker, or agent. 

A commercial bank thal under- 
writes and trades municipal bonds 
A corporate debt security backed 
only by the financial strength of the 
isstier and not by any physical 
assel an usecured corporate bond, 


Glossary 
Debt Instrument. 


Debt Limit, 


Debt Security. 


Debt Service. 


Debt Service Requirements, 


Hebt Service Reserve Fund. 


Heep Discount Bonds. 


Detaalt. 


Dijerisance, 
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A written promise to repay an 
obligation 

Statutory restriction on the princi- 
pal amount of borrowing that an 
issuer may incur, or have out 
standing at any one time. 

Any security reflecting a loan; a 
bill, note or bond 

Principal and interest required to 
make a periodic payment on the 
debt. 

Amount required to pay interest 
and current maturities of principal 
for a given period, usually one 
year. 

An account into which is paid 
Taoncy required by a trust agree- 
ment or indenture as protection 
against interruption in the receipt 
of revenucs pledged for payment 
of bends, commonly one year's 
debt service on the bonds. 

Bonds selling for far less than their 
face value, generaliy below 80% of 
par. Not a bond selling at an origi- 
nal issue discount, however. 


Failure to pay debt service when 
due, or faihire to comply with 
other covenants in financing docu. 
ments. 


A substitution of new debt for old 
debt, generally by structuring a 
portfolio of government securities 
sufficient lo pay debt service on 
the outstanding, older securities. 
When a bond issue is defeased, the 
claim on the issuer is climinated 


and the debt can be erased from 
the 


ler’s books. 
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Deflation. 


Delivery. 


Demand Notes. 


Denomination. 


Depositary. 


Depository Trust Company (DTC). 


Depth. 


Clossary 


A contraction in the supply of 
money or credit that results in de- 
clining prices; the opposite of infla~ 
tion. 


The time when payment is made 


to, and securities are received 
from, the issuer. New-issue deliv- 
ety of bonds generally takes place 


several weeks after the sale. 


Securities that can be sold by the 
holder back to the issuer on short 
notice, usually seven days. De- 
mand notes can have maturities as 
long as 30 years, but their “resale 
on demand” attribute enables 
them to trade at yields of short- 
term instruments. Most demand 
notes carry variable rates. 


The face amount or par value of 
a bond or note that an issuer 
promises to pay on the maturity 
date. 

A clearing agency that provides 
safe-keeping and book-entry setHle- 
ment services to its customers. 


The largest clearing agency, owned 
by broker/dealers and banks and 
responsible for: (1) holding secusi- 
ties owned by broker/dealers and 
banks; (2) arranging receipt and 
delivery of securities among users 
by means of debiting and crediting 
their respective accounts, almost 
entirely electronically; (0) arrang 
ing for payments to users in the 
settlement of transactions. 


() The amount of interest in the 
market, measured by comparing 
the nomber of issues Uruded with 


Glossary 


Designated Order. 


thirect Debt. 


Discount, 


Dscount Bond, 


Uiscount Note. 


Orvownt Rafe (Phe). 


Detect Bank, 


Dedrict Business Condnet 


Comunitter, 
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the number of issues outstanding: 
The mote traded, the greater the 
market's “depth.” (2) The ability of 
a security market to absorb large 
buy or sel! orders without chang- 
ing price greatly. 


A large order from an institutional 
investor specifying preference for 
certain dealers in an underwriting 
syndicate and crediting them with 
the sale of specific amounts of 
bonds. 


Borrowing by a state, city, or other 
local government in its own name 
and not through an authority or 
agency. 

The amount, stated in dollars or as 
a percent, by which the market 
price of a bond is below its face 
amount. Also, the amount by 
which the total bid for an issue is 
less than the aggregate principal 
amount of that issue. 


A bond selling in the market at a 
price below its face value. See Deep 
Discount Bonds. 


A noninterest bearing short-term 
secutrity sold at a price lower than 
its maturity value that matures at 
par. The U.S. ‘Treasury sells three- 
month, six-month and one-year 
bills as discount notes. 


The rate of mlerest that Federal Re- 
serve Banks charge on loans. to 
member banks 

See Federal Reserve Bank. 


A National Association of Securi- 
Ges Dealers distri group respons 
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Dollar Bond. 


Double-Barrelled Bond. 


Double-Exemption Bonds. 


Downgrade. 
Due Diligence. 


Duff & Phelps Credit Rating Co. 


Duration. 


Dutch Auction. 


Easy Moncy. 


Glossary 


sible for supervising rules of fair 
practice. 


A bond that is quoted in terms 
of price rather than yield, usually 
long-term maturities of municipal 
revenue bond issues of substantial 
size. 


A municipal bond with two dis- 
tinct sources of revenve, usually 
the full faith and credit of the 
issuer plus some. specific user 
charge. 

Securities that are exempt from 
state as well as federal income 
taxes. 


To lower the rating of a bond issue. 


Investigation of a bond issue by 
bond counsel for underwriters and 
issuers to insure that all material 
information has been included in 
the official statement informing 
potential investors about the secu- 
rities and that there are no erro- 
neous statements in the QO. S. 

A credit rating agency; also pub- 
lishes reports on companies, is- 
suers, and industries. 


A time measure of interest rate risk 
exposure that takes into account 
coupon and maturity payments 
and the yield to maturity based on 
the price of the bond. 


A sale of securities in which the 
price is gradually lowered until it 
meets a responsive bid. 

Astaie af the economy when inter 


est rales are tower and ample 
funds are available in the banking, 


Glossary 


Uffective Date. 


Lqnipment Trust Certificate, 


Hquivalent Bond Yield. 


t quivalent Taxable Yield. 


Execution. 


Uxempt Facilities Bond, 


Pulegat. 
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system and credit markets. These 
conditions are governed largely by 
the Federal Reserve System. 


‘The date on which a security may 
be offered for sale by underwriters 
if the Securities and Exchange 
ission has not found the teg- 
istration statement deficient. The 
date is generally no earlier than 20 
calendar days after filing the regis- 
tration statement. 


A corporate serial bond collateral- 
ized with transportation equip- 
ment or machinery. 


The annualized return on a short- 
term discount security expressed 
on a comparable basis to yields on 
bonds with coupons. 


The return that a taxable security 
must yield to give an investor the 
same after-tax return that he or she 
would eam on a tax-exempt bond. 


Completion of a trade between a 
buyer and seller. 


Tax-exempt securities authorized 
under the Internal Revenue Code 
that are sold to finance privately 
owned or privately used facilities, 
The Tax Reform Act of 1986 
amended existing law and stated 
that convention centers, sports com- 
plexes, air and water pollution con- 
trol facilities, privately owned air- 
ports, docks, wharves, mass transit 
facilities, and parking garages could 
no longer be financed with exempt 
facilities bonds, 


In nunicipal bond trading, the ab- 


sence dla bond counsel's opiaion 
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Face Amount. 


Fair Market Vaiue. 


Fannie Mae. 


Farm Credit Banks, 


Farmers Home Administration. 


Feasibility Study. 


Federal Funds. 


Federal Funds Rate. 


Glossary 


The value at maturity stated on a 
bond certificate. Also referred to as 
par value. 

The price, based on supply and de- 
mand, at which buyers and sellers 
are willing to trade. 

The Federal National Mortgage 
Association. 

Banks established by the federal 
government to meet financial needs 
of farmers, ranchers, and fisher- 
men. 


A federal agency established by 
the Department of Agriculture to 
make property loans to farmers. 
The FHA also makes loans to rural 
communities. 

A report by an independent expert 
on the economic need and practi- 
cality of a proposed project, such 
asa toll road or airport. 

(1) Reserve deposits of commercial 
banks at Federal Reserve Banks in 
excess of reserves required by the 
Fed. Banks may lend these excess 
Teserves to each other in overnight 
loans at rates of interest known as 
the federal funds rate. (2) Funds 
used to settle same-day transac- 
tions. (3) Funds used by the Fed- 
eral Reserve to pay for its purchase 
of Treasury securilies, 

The interest rate that commercial 
banks charge on overnight Federal 
Punds loans to other banks. ‘The 
funds rate is the key measure of 
short-lernt interest rates: because il 
is set daily by the market and. is 
poverned by the Bederal Reserve 


Clossary 


Federal Home Loan Banks (FHLB). 


t ederal National Mortgage 
\ssociation (FNMA, 
or Fannie Mac), 


Federal Open Market Comittee 
(FOMC). 


Jederal Reserve Bank. 


federal Reserve Board, 
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through the addition or subtrac- 
tion of reserves in the banking sys- 
tem. 


A government-sponsored agency 
that helps finance the housing in- 
dustry. 

A publicly owned government- 
sponsored corporation that buys 
and sells mortgages insured by the 
Federal Housing Administration 
or the Farmers Home Administra- 
tion or guaranteed by the Veterans 
Administration. FNMA also issues 
mortgage pass-through securities. 


This important group comprises 
the seven Federal reserve gover- 
nors and presidents of six Federal 
Reserve Banks (New York perma- 
hently and five others on a rotating 
basis). The committee holds closed 
Meetings to set short-term interest 
rates and determine the availabil- 
ity of credit. 


One of 12 central banks that make 
up the Federal Reserve System, es- 
tablished by the Federal Reserve 
Act of 1913 to regulate money, 
banking, and credit in the US. 
The 12 Federal Reserve Banks are 
located in Boston, New York, Phila- 
delphia, Cleveland, Richmond, At- 
lanta, Chicago, St. Louis, Minne- 
apolis, Kansas City, Dallas, and 
San Francisco. 


The governing board of the Federal 
Reserve System, consisting of seven 
governors appointed by the Presi- 
dent, subject to Senate approval, to 
serve LE year terns. The board sets 
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Fiduciary. 


Financial Adviser. 


Firm Price. 


First-Call Date. 


Fiscal Agent. 


Fiscal Year. 


Fitch Lnvestors Service. 


Fixed-Inconte Security. 


Glossary 


bank reserve requirements and dis- 
count rate, implements monetary 
policy, establishes regulations for 
national banks, and performs a va- 
ricty of services for banks. The 
chairpersonship is considered one 
of the most powerful government 
positions to affect the economy. 

A person or institution entrusted 
to hold assets for a beneficial 


Aconsultant to an issuer of nunic- 
ipal bonds who provides advice on 
structure, timing, and terms of new 
issues of securities. 

A price for a security in the over: 
the-counter market that a dealer 
says will not be changed for a spec- 
ified period of time. 

The earliest date specified in the 
indenture of a bond on which part 
or all of the issues may be re- 
deemed ata set price. 


A representative of a bond issuer 
who performs certain functions re- 
lated to the sale and administration 
of a securities issue. The Federal 
Reserve acts as fiscal agent for the 
federal government. 


An accounting period covering 12 
consecutive months and designated 
by its ending date. Most govern- 
ments use fiscal years that do not 
correspond to the calendar year. 


A credi-rating agency. Also pub- 
lishes company, issuer and indus: 
try reports, 


Asecurily, such as a note or bond, 
thal pays a puninantecd rate of in 


forest 


slossary 


| ived-Interest-Rate Put- 
Option Bonds, 


Hat. 
Nip, 


Hoater. 


Heating Rate Put Option Bond. 


Harw of Funds. 


Hoar Baud, 


fourth Market. 


Fadl Paith-Crevdit. 


Lathy Registered. 
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Bonds that pay a fixed rate of inter- 
est until some put option date, 
when the rate is then reset. See Pul 
Bonds. 


la bond trading, without accrued 
interest. 


To sell securities quickly after pur- 
chasing them. 

A bond sold with a variable, or 
floating, interest rate that changes 


at intervals ranging from one day 
to one year. 


A bond bearing a variable interest 
rate that holder may sell back (or 
“put”} to the issuer. Such bonds 
are backed by Jellers of credit to as- 
sure the issuer a source of funds to 
purchase the bonels. Usually called 
Variablo Rate Demand Obligation. 


the stream of revenues or mone 
pledged to support certain munici- 
pal revenue bonds 


A lype of Treasury bond, no longer 
issued, that is acceptable at par in 
payment of federal estate taxes. 
Such bonds were issued prior to 
April 1971, and the last will mature 
in 1998, 


Trading of securities between in- 
vestors without the use of bro- 
kor/dealers. 


The pledge of the general taxing 
power of a government to pay its 
debt obligations. 


A security thal is registered, or 
recorded for payment of beth 
principal ied intercst 


POR ere GRE AP NIEAL 
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Funded Devt. 
Futures, 


General Obligation Bond (GO). 


Gilt-Edged. 


Glass-Steagall Act of 1933. 


Global Certificate. 


Go-Around. 


Going Away. 


Good Delivery. 


Glossary 


Debt that is due after one year. 


Contracts traded on exchanges for 
trades at future dates of delivery, 
at the trade prices of certain com- 
modities or investments. 


A municipal bond secured by a 
pledge of the issuer's full faith and 
credit, and taxing, power. The tax- 
ing power may be an unlimited ad 
zaloreni tax or a limited tax, usually 
on real estate or personal property, 
or other taxes, such as income or 
sales taxes. 

A bond that is high grade and 
meets its payments of principal and 
interest with no difficulty. 


The federal banking law of 1933 
that created the Federal Open Mar- 
ket Commitice and the Federal 
Deposit surance Corporation and 
separated commercial banking from 


investment banking. 


Asingle document representing an 
entire issue of bonds or entire ma 
turity of an issue, kept at a deposi- 
tory or book-entry agent. 


‘The process used by the trading 
desk at the Federal Reserve Bank 
of New York, acting for the Federal 
Open Market Committee; contacts 
primary dealers for bid and offer 
prices of Treasury securitics. 


Bonds purchased by investors 
rather than by dealers fer inven- 
tory 

To send and turn ever to a pure 
chaser securities wilh all legal de- 
lails in order 


clossary 


Guod Faith Deposit. 


«vod-till-Canceled (GTC or Open) 
Order. 


Government Accounting 
<tuudards Board. 


Coverument National Mortgage 
\ssocfa tion (GNMA). 


taross Revenues, 


Gaoup, 


torn Sates. 


A token amount of moncy 
2%, of the face value of an iss 
securities, given by bidders to is- 
suers in competitive bond sales. 
The deposit, usually made as a 
cashier’s check, is returned to a 
bidder if its bid is rejected. 


An order to buy or sell that re- 
mains valid until executed of re- 
voked by the customer. 


A body established by the Finan- 
cial Accounting Foundation to 
write accounting rules for states, 
municipalities, and other local gov- 
ernments. After approval by the 
federal government, the rules be- 
come gencrally accepled account- 
ing principles. 

A wholly owned government 
agency operated by the Deparl- 
ment of Housing and Urban De- 
velopment to purchase mortgages 
from private lenders, package 
them into pass-through securities 
known as “Ginnie Maes,” and sell 
them to investors. The securities 
are backed by the full faith and 
credit of the U.S. and are fully 
laxable. 


Income of an issuer before ex- 
penses, 


An underwriting account made 
up of investment banking firms, 
formed lo buy new bond issues, vi- 
Her through negotiation or by 
competitive bidding, 

Sales of bonds by an underwriting 
svidicate muinager lo institutional 
investors Lrom the “pola portion 
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Guaranteed Investment Contract 
{GIC). 


Hairent. 


Hedge. 


tligh-Grade Bonds, 


Hit the Bid. 


Hospital Revenue Bonds. 


Housing Bonds. 


Housing Project Notes. 


Glossary 


of the i 
ders. 


uc set aside for such or- 


An agreement between an insur- 
ance company and a pension fund 
or a municipal bond issuer assur- 
ing a specific rate of return on in- 
vested capital over the life of the 
accord 


A securities industry term refer- 
ring to the formulas used to evalu- 
ate securities to calculate a bro- 
ker/dealer’s net capital. ~The 
haircut varies according to class of 
security. 


Any combination of long and short 
positions in securities and options 
in which one position tends to re- 
duce the risk of another; any strat- 
egy used to offset investment risk. 
‘Top-rated bonds, usually triple-A, 
that carry relatively Little risk. 

A transaction in which a seller ac- 
cepts a buyer's highest proffered 
price. For example, if the bid is 94, 
the seller “hits the bid” by accept- 
ing 4. 


Bonds issued by a municipal or 
state agency lo finance construc 
tion maintenance or operation of 
hospitals or nursing homes 

Bonds issued by a municipal or 
state agency to finance construc- 
tion of single-family or multifamily 
housing. 


Short-term securities sold by the 
Department of Housing and Urban 
Development fer public housing 
agencies. Such note sales were sus- 
pended in Aust Lost 


Clessany 


Numphrey-Hawkins Act, 


tuactive Bonds. 


Income Bonds. 


Jadenture. 


tadication of tnterest. 


hudustrial Development Bods! 
butustrial Reoesue Bonds, 
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A federal law enacted in 1978 that 
requires the Federal Reserve Board 
lo report twice a year on monetary 
policy and the central bank’s goals 
for econemic growth, employment, 
and price stability 


Corporate debt securities that are 
expected by the New York Stock 
Exchange to trade only infre- 
quently. All bids and offers there- 
fare are filed in a “cabinet” until 
they are canceled or executed. 


Debt securities on which payment 
of interest is contingent upon re- 
ceipt of sufficient revenues or earn- 
ings. Prequently issued in coopera- 
live reorganizalions to previous 
bondholders, and called adjusiment 
bonds. 


A wrillen document, also called a 
bond resoliition or deed of trust, de- 
scribing the terms of a bond issue. 
[t covers the form of the bond, 
amount of the issue, property 
pledged, protective covenants in- 
cluding any provision for a sinking 
fund, working capital and current 
ratio, and redemption rights or call 
privileges. The indenture also pro- 
vides for the appointment of a 
trustee to act on behalf of bond- 
holders in accordance with the 
Trust Indenture Act of 1939, 


An investor's early statement of in- 
terest in purchasing new securities 
suon to be olfered for sale. It is not 
a binding commitment 


The hwo terns, which pencrally are 


Inter hangeable, desctibe revenuc 
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Inflation. 


Infrastructure. 


Initial Offering Price. 


Glossary 


bonds sold by state or municipal 
authorities to finance facilities to 
be ieased to corporations. If a dis- 
tinction is made between LDBs 
and IRBs, it is that industrial de- 
velopment bonds are sold most 
often to build facilities to attract 
industry, while industrial revenue 
bonds are sold to finance pollu- 
tion-contrel equipment or resource- 
recovery plants. The phraseology, 
however, depends chiefly on the 
uer’s preference. 


‘A general rise in prices, measured 
by monthly incexcs of wholesale 
prices (the Producer Price Index, or 
PPI) and retail prices (the Con- 
sumer Price Index, or CPT). Bond 
investors are vitally interested in 
inflation because most interest 
payments are fixed and do not 
vary over the time the bonds are 
outstanding. A high rate of infla- 
tion reduces the purchasing power 
of fixed-income investments and 
makes them less attractive. 


The economic foundation of a 
country, including its wansporta- 
tion system, water and sewer facili- 
ties, clectrical system, and ather 
physical plant. Many — general 
obligation bonds in the nmunicipal 
bond market are sald to finance in- 
frastructure capital spending. 


The charge lo an investor for anew 
bond, generally stated as a percent 
of tace value, Members of the une 
derwriling account may not offer 
the bonds: for sale al any lower 


| 


Clossary 


Justitution. 


luterest. 


Interest Rate Swap. 


Intraday. 


Inverted or Negative Yield Curve. 


Investinent Adviser. 


teestinent Banker. 
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price during the initial offering 
period. 


A bank, insurance company, in- 
vestment company, pension fund, 
labor union fund, college endow- 
ment, or corporate profit-sharing 
plan, operating in the securities 
market. See Retail. 


Compensation paid for the use of 
money, usually expressed as an an- 
nual percentage rate. 


An agreement between the Iwo 
partics to exchange future flows of 
interest payments. One party agrees 
to pay the other at an adjustable 
rate; the other pays the first party 
ata fixed rate, : 


Meaning “within the day,” a term 
used most often to describe daily 
highs and lows of security prices. 


The interest-rate structure that ex- 
ists when short-term intevest rates 
exceed long-term interest rates. 


A person, company, or institution 
registered with the Securities and 
Exchange Commission under the 
Investment Advisers Act of 1940 to 
manage the securities holdings of 
others. 


A securities firm that serves as an 
intermediary between issuers of 
bonds (as well as stocks and other 
securities) and investors, usually 
risking ils capital during the inter- 
val it holds the securities, Inv 
ment banking firms counsel their 
clients and make markels in their 
clients! securities, 


204 


Investment Grade. 


Joint Bond. 


Joint Managers. 


Junk Bond. 


Lead Manager. 


Glossary 


Bonds that are appropriate for pur- 
chase by conservative investors be- 
cause they represent moderate to 
low risk. Generally the top four 
grades of Moody’s (Aaa, Aa, A, 
and Baa) and Standard & Poor's, 
Fitch, and Duff & Phelps (AAA, 
AA, A, and BBR). 


A bond with more than one obli- 
gor or one guaranteed by a partly 
ether than the issuer, commonly 
used by parent and subsidiary cor 
porations. 


Securities firms that share the Jead- 
ing role of investment banking 
groups underwriting, offerings of 
securities. 


Any bond with a Moody's rating 
lower than Baa or a Standard & 
Poor's, Fitch, or Duff & Phelps rat- 
ing lower than BBB, ic,, lower than 
investment vrade. Such bonds, 
usually issued by companies with- 
out well-vstablished records of 
earings, can produce high yields 
as long as they don’t go into 
default. 


The broadest measure of the 
money supply. It consists of money 
in circutation, demand depos- 
its, savings deposits, credit union 
drafts, nonbank travelers chex 
money market mutual fund share 
‘Treasury bills, savings bonds, com- 
mercial paper, ancl bankers’ accep 
lances. See M-1, M-2, and M-3. 


‘The member of an underwriting 
syndicate charged wilh primary re 


Glossary 


Legal List. 


Legal Opinion. 


Lehman Brothers Aggregate 
Bond Index, 


Lender of Last Resort. 


Letter of Credit (LOC). 


F evel Debt Service. 


Haeverage. 


Funited Tax Bond. 


Hipper General Municipal Bond 
Hand fnider. 


205 


sponsibility for conducting its af- 

fairs. 

A list of securities permissible for 

investment for regulated institu- 

tions. 

Advice from bond counsel con- 

cerning the validity of a securities 
suc, and the exemption of munic 


ipal bond interest from federal in- 
come taxes, 


A measure of the total return on 
about 6,500 bonds issued in the 
U.S. 

A description of the Federal Re- 
serve System for its role in helping 
banks faced with large with- 
drawals of funds. 


A document usually issued by a 
bank that backs payment of princi- 
pal and interest of a bend. 


Provision in a bond issue to make 
annual debt service requirements 
approximately cqual while the 
curities remain outstanding. ‘The 
purpose is to make it easier for 
municipalities to estimate tax rev- 
enues needed to prepay debt. 


Using borrowed money to invest. 
If a corporation earns a return on 
bortowed funds greater than the 
cost of its debt, it is successfully 
applying leverage 

A municipal bond secured by a 
pledge of a tax cireumseribed as to 
rate or aniount. 


An index which measures the net 
asset values of 10 iarge municipal 
hort funds. The base of 1a0 was 
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Liquidity. 
List. 


Listed Bond Table. 


Locked Market. 


Long Bond. 


Long Market Vatue. 


Long-Term Debt. 


Lower Floater. 


Glossary 


set on Dec. 31, 1980, when the 
Index was first published. 


The ease and speed with which an 
investment can be converted into 
cash. 


In the municipal bond market, an 
inventory of bonds put out for 
bids. 


Compendium of trades of bonds 
traded on the New York Stock Ex- 
change or the American Stock Ex- 
change, published daily in many 
newspapers. 

A condition in the market when 
the bid and asked sides of a quote 
are the same. 


Generally the most recently issued 
30-year Treasury bond, which is 
cited frequently as the benchmark 
for the movement of the long-term 
government securities market. 


The market value of securities 
owned by a customer in his or her 
account. 


Debt due in a year or more. Also, a 
bond with a maturity of 10 years or 
more. 


A variable-rate bond with 2 put 
option enabling the holder to put 
the security back to the issuer. 


Abbreviation for 1,000, usually 
used to denote the face value of a 
bond, 2.g.,$25M for $25,000 


Symbol for the most basic measure 
of the nation's money supply, re 
ported weekly by the Federal Re 
serve, M-1 consists of currency: 1 


Glossary 


M-2. 


M-3. 


Major Bracket Participant. 


Managers, 


Mandatory Redemption Account. 


Munipulation. 


\urk-Dozor, 
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circulation plus demand deposits 
at commercial banks. 


A broader measure of the money 
supply consisting of money in cir- 
culation, demand deposits at com 
metcial banks, and time deposits of 
less than $100,000 at commercial 
banks. 


A still broader measure consist- 
ing of M-2 plus time deposits of 
$100,000 and term repurchase 
agreements. 


A member of an underwriting syn- 
dicate who takes down and reof- 
fers to investors a relatively large 
number of bonds from the issue. 
The chief members of an under- 
writing syndicate. The lead, senior, 
or book-ronning manager runs the 
syndicate, making allotments of 
bonds, and joint or co-managers 
are the other top members of the 
group. 

An account in a sinking fund in 
which an issuer makes deposits to 
be used to retire bonds as they are 
called. 

Making securities prices rise or fall 
artificially through aggressive buy- 
ing or selling, often by several per- 
sons acting in concert. This practice 
is a violation of tederal securities 
laws. 


The amount subtracted from the 
dealer's selling price to another 
dealer when a customer sells secu- 
rilies to the first deater in the over- 
the-counter market. See As Princ: 

pal Also, the ditteronce between 
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Mark-to-Market. 


Market Maker. 


Market Order. 


Market Tone. 


Market Value. 


Marketability. 


Marketable Securities. 


Markup. 


Master Resolution. 


Matched Sate!Purcliase 
‘Transaction. 


Glossary 


the cost of securities and their cur- 
rent price, when prices have fallen. 


Recording actual market values of 
an inventory of sccutities. 

‘A person or firm actively making 
vids and offers in the over-the- 
counter market. 


An order to be executed immedi- 
ately at the best available price. 


The dominant feeling or atmos- 
phere in a market at a particular 
time. The tone is good when deal- 
ers and market makers are actively 
trading on narrow spreads, and it 
is poor when trading drops aff and 
spreads widen. 

The price at which buyers and sell- 
ers trade similar securities in an 
open market. 

A measure of the ease with which 
a security can be sold without 
causing ils price to drop sharply. 


Securities that can be traced. 

The fee charged by a dealer acting, 
as principal who buys a securily 
from a market maker and sells it to 
a customer at a higher price. The 
feo, or markup, is included in the 
sale price and is not itemized sepa 
rately in the confirmation. 


A document stating the general 
terms under which an issuer may 
sell more than one issue of bonds. 

A Federal Open Market Commit 
lee sale of ‘Treasury bills or other 
government securities for cash sel 


Cement willy a provision thal the 
seeurities be repurchased at the 


Glossary 


Maturity. 


Maturity Schedule, 


Maturity Value. 


\hunber Bank. 


Member Order, 


Menber Takedown, 


Missnig the Market, 


Monetary Default. 


Mouclary Policy. 


Moucy Market. 
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same price plus interest on a spe- 
cific date in the future. Also known 
as a Reverse Repurchase Agree- 
ment. 

‘The date on which principal is duc 


A listing, with dates and amounts, 
of when principal becomes due. 
The amount an investor receives 
when a security is repaid at matu- 
tity, not including any periodic in- 
terest payment. This amount usu- 
ally equals par value, although on 
zero coupon bonds, compound in- 
terest bonds, and multiplier bonds, 
the principal amount of the bonds 
at issuance and accumulated in- 
vestment return are both included. 


A commercial bank that belongs to 
the Federal Reserve System. 

An order for a new bond issue 
from a firm in an underwriting 
syndicate. 


A purchase of bonds by a firm be- 
longing to an underwriting syn- 
dicate, at the member’s discount, 
which the firm then setls to a cus- 
tomer at the public offering price 


A failure (sometimes due to negli- 
gence) of a securities dealer to exe- 
cute an order. 

Failure to pay principal or interest 
when due. 

Management of money and credit 
io achieve economic growth and 
stable prices or other government 
objectives. 

The market for stich short-term se- 


euritivs as “Treasury bills, certifi 
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Money Market Fund. 


Money Market Instruments. 


Moody's lreestors Service. 


Meral Obligation Bond. 


Moral Suasion. 


Morningstar. 


Mortgage. 


Glossant 


cates of deposit, bankers’ accep- 
tances, and commercial paper. 


An open-end investment company 
whose portfolio consists of highly 
liquid short-term securities such as 
Treasury bills and commercial 
paper. Interest rates change daily, 
but the net asset value for one 
share generally stays at $1. 

Relatively safe short-term debt of 


less than one year to maturity, usu- 
ued ata discount. 


ally iss 
A well-known bond rating agency. 
Moody's also rates commercial 
paper, short-term municipal notes 
and corporate slacks, and pub- 
fishes reports on companies, is- 
suers, industries, and security mar- 
kets. 


A bond, issued by a state agency, 
that is not backed by the full faith 
and credit of the state. If necessary, 
the agency may request the state 
legislature to appropriate money 
to service iis debt, but the legisla 
ture is not required to make the ap 
propriation. 


The Federal Reserve's use of ar 
gument to influence member bank 
lending policies rather than taking, 
such direct action as changing, in 
terest rates or reserve require 
ments 

A research company that rates the 


performance of mutual funds. 


A dean secured by real property, 
usually wilh established repayment 


perinds ancl interest rates 


| Glossary 


4 
| Mortgage-Backed Security. 


Mortgage Bond. 


Mortgage Pool. 


Mortgage REIT. 


Mortgage Revenue Bond. 


Mintcipal Bonds, 


Municipal Bond bisurance. 


Municipal Securities 


Representative, 


Municipal Securities Principal. 


2 


A bond backed by mortgages on 
property, frequently issued by the 
Federal Home Loan Mortgage Cor- 
poration, the Federal National 
Mortgage Association, and the 
Government National Mortgage 
Association. Payments to investors 
are made from ‘interest and princi- 
pal payments from the underlying 
mortgages. 

A long-term debt secured by a lien 
on property. 

A bundle of mortgages with simi- 
lar characteristics af class of prop- 
erty, interest rate, maturity date 
and other features. 


A feal estate investment trust 
that provides capital to real estate 
builders and buyers. 

A security issued by agencies or 
authorities of state or local govern- 
ments to make or purchase loans to 
finance single-family or multifam- 
ily housing. 

Long-term debt securities issued 
by cities, states, and local govern- 
ments, and their agencies and au- 
thorities. The bonds generally are 
exempt from federal income taxes. 
Policics underwritten by private 
insurance companies guaranteeing 
payment on the insured bonds if 
the issuer fails to pay. 

An employee of a municipal bond 
firm who has a supervisory re- 
sponsibility for municipal securi- 


ties activities of the firm 
Phe broadest class of municipal se- 
curilies professionals who are ¢ 
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Municipal Securities Rulemaking 
Board (MSRB). 


Munifacts. 


Mutilated. 


Narrowing the Spread. 


NASD, 


NASD Code of Arbitration. 


Glossary 


quired to pass a qualifications ex- 
amination under the rules of the 
MSRB. [his group includes indi- 
viduals who underwrite, trade, or 
sell municipal securitics, conduct 
research, offer investment advice, 
or provide financial advisory ser- 
vices. 

An independent self-regulatory 
body established by the Securities 
Acts Amendments of 1975 as part 
of the process of regulaling munic- 
ipal dealers, dealer banks, and bro- 
kers in mumicipal securities. The 
Board consists of 15 members, five 
representing securities firms, five 
from banks, and five from the gen- 
eral public. 

An electronic news wire service as- 
sociated with The Bond Buyer that 
transmits information on new mu- 
nicipal bond offerings, proposed 
issues, unsold balances of recently 
offered issues, market reports, and 
news for the municipal bond com- 
munity. 

A term used to describe the physi 
cal condition of a security cerliti 
cate when it is no longer consid 
ered negotiable. 


Action taken by a dealer to reduce 
the difference belween bids and ot 
fers. Also called “closing the mar 
ket.” 

Sue National Association of Securit 
tics Dealers, 

A setof rules governing setting, of 


controversies arising. fram aver 
{he counter seccrilies [ransachon: 


: 
i 
i 


Glossary 


NASDAQ. 


National Association of Securities 
Dealers. 


National Association of Securities 
Dealers Automated Quotations. 


National Clearing Corporation 
(NCO). 


National institutional Delivery 
Sustent (NTDS). 


National Quotation Bureau. 


Nation Quotations Committee. 


Near Mowcy. 


ay 


See National Association of Securi- 
ties Dealers Automated Quotation. 


A nonprofit, self-regulatory orga- 
nization of over-the-counter bro- 
kers and dealers. It enforces pro- 
fessional and ethical standards and 
licenses securities professionals. 

A computerized quotations net- 
work by which NASD firms can 
communicate bids and offers for 
stocks and bonds traded over-the- 
counter, £é., securities not listed on 
an exchange. 


An NASD affiliate responsible for 
daily clearance of securities trans- 
actions of members. 


Automated transmissions of con- 
firmed orders from dealers to 
banks, mutual funds, trust funds, 
and other institutional investors 
and the affirmation and book-entry 
settlement of such transactions. 
Also known as “institutional deliv- 
ery,” or [D. 

A subsidiary of Commerce Clear- 
ing House, Inc. that collects bid 
and offer quotes for stocks and 
bonds traded over-the-counter. 
Stock quotes arc distributed on 
pink paper called pink sheets and 
bond quotes are published on yel- 
low sheets. 


An NASD committee that sets min- 
imum standards for the publica- 
lion of quoiations furnished to 
newspapers, radio, and television. 
A bond close to its redemption 
late. 
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Negative Covenants. 


Negotiable. 


Negotiated Market. 


Negotiated Underwriting. 


Net Interest Cost (NIC). 


Net Price. 
New Issue. 


New Money. 


Nominal Quotation. 


Nominal Yield. 


Clossary 


A promise ina bond indenture not 
to do something. 


Something that can be sold or 
transferred to another party in ex- 
change for money. 


‘The over-the-counter market, in 
which transactions are arranged 
between two parties. See Auction 
Marketplace 

A sale of new securities through 
bargaining with an investment 
banking syndicate rather than 
through competitive bidding. 

The expense of a new bond issue, 
expressed in percent, computed by 
taking into account total coupon 
interest adjusted for any premium 
ot discount and divided by total 
accumulated bond years of the 
issuc. NIC does not consider time 
value of money 


The amount paid for a bond by an 
investor. 


Securities offered to the public for 
the first time. 


Proceeds of a bond issue for capi- 
tal, maintenance or repair purposes, 
or the part of a refunding bond 
issue that exceeds the amount of 
outstanding bonds being refunded. 


An approximate price that could 
be expected on a purchase or sale 
and that is net considered firm in 
the event that a purchase: or sale is 
effected 


The annual interest rate payable on 
a bond, specified in the indenture 
and printed on the fave af the cer 


Glossary 


Noncallable Bond. 


Nonlitigation Certificate. 


Normal Trading Unit. 


‘iormal Yield Curve. 


Not Rated (NR). 


Notes. 


Volice of Redemption, 


Notice of Sale, 
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tificate itself. Also called coupon 
vield., 


A bond that cannot be redeemed at 


the option of the issuer before its 
specified matutity date. 


A written document stating that 
bonds, upon delivery, are free of 
legai questions. 


The accepted minimum unit of 
trading in a given market. For 
NASDAQ-traded bonds, it is 
$10,000. 


A graph that plots the yields of 
equivalent securities with different 
maturities at a given point in time. 
A termel yield curve shows short- 
term interest rates lower than long- 
term interest rates. 


Indication used by Moody’s, Stan- 
dard & Poor's and other rating 
agencies to show that a security or 
company has not been rated. Lack 
of rating has neither negative nor 
positive implications; it means 
only that the security has not been 
rated by that agency. 


Interest-bearing certificates of gov- 
ermments or corporations with 
shorter maturities than bonds. 
Treasury notes mature in 10 years 
or less, while municipal notes gen- 
erally mature in less than one year 


Announcement of a bond issuer 
that it will redeem outstanding 
bonds prior to their maturity. 


Announcement of plans to sell mu- 
icipal bonds at competitive bid- 
ding. It includes place, date and 
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Odd Coupon. 


Odd Lot. 


Off-Board. 


Offer. 


Offering Circular. 


Offering Date. 


Offering Price. 


Offering Seale, 


Official Notice of Sale. 


Official Statement (OS). 


Glossary 


time of sale, principal amount, and 
other details of the issue. 


An interest payment period that is 
longer or shorter than the normal 
six months. It generally refers to 
the first payment of some new 
bond issues. 


A securities ade made for less 
than the normal trading unit. See 
Round Lot. 


A reference to transactions made 
over the counter in unlisted securi- 
ties or to transactions involving 
listed securities away from a na- 
tional securities exchange. 


Notice of willingness to sell securi- 
ties at a stated price or yield. 


A publication prepared by under- 
writers to disclose basic informa- 
ton about an issue of securities to 
be offered in the primary market. 
The day a security is first offered 
for public sale. 

The lowest price available for a 
round lot of securities; also the price 
at which members of an underwrit- 
ing syndicate for a new issue will 
sel] securities to investors. 


The price, expressed in cighths of a 
point, or yield, expressed in deei 
mals, for each maturity of serial 
bonds. Most often used with mu 
nicipal bonds 


A municipality's paid announce 
ment of an upcoming competitive 
bond sale 


A document prepared by an issuer 
that gives detailed financial and 


Chossary 


Open-End Fund, 


Open-End Lien. 


Open Market Operations. 


Operations and Maintenance Fund, 


Optional Redemption. 
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other information about the issuer 
and the securities. 


An investment company or mutual 
fund that continually sells or re- 
deems its own shares to meet in- 
vestor orders to buy or sell. Many 
open-end funds invest in money 
market instruments or bonds. 


A security provision in a revenue 
bond indenture that permits an 
suer to sell additional securities 
that have an equal claim on 
pledged revenues, if the issuer 
meets an additional-bonds test. 


Purchases and sales of government 
securities by the Federal Open 
Market Committee of the Federal 
Reserve System to carry out mone- 
tary policy. These operations in- 
clude outright purchase ot sales of 
Treasury bills and other Treasury 
securities, matched sale/purchase 
agreements, and repurchase agree- 
ments, 


A fund set up in a municipal rev- 
enue bond indenture for money to 
be used to meet the cost of running 
the project financed with the bonds. 


The right to retire a bond issue or a 
portion of an issue prior to its 
stated maturity during a specified 
period of years. The right can be 
exercised at the option of the is- 
suer, or, in pass-through securities, 
‘of the primary obligor. Optional 
redemption frequently requires the 
payment af a premium, called a 
cull prema 
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Order, 


Order Period, 


inal Issue Discount (OID). 


Original Proceeds. 


Over-the-Counter Market (OTC). 


Overlapping Debt. 


Overnight Position. 


Overtrading. 


Glossary 


A commitment made by a pur- 
chaser to buy a stated number of 
bonds at the offered price. 

The period after a competitive mu- 
nicipal bond sale during which or- 
ders from account members are al- 
located without consideration of 
the time they are submitted. 


The amount below par at which 
new securities arc priced when 
they are first offered for sale, pro- 
vided the discount is large enough 
to qualify as OID. The most ex- 
treme version of an original issue 
discount is a zero coupon bond, 
which is originally sold at a price 
far below par. Tax treatment of the 
interest income and capital gain at 
sale or maturity of the bond is 
complex. 

The net amount received by a bond 
issuer after payment of all issuance 
expenses. 

A. securities market, conducted 
through negotiation over the tele- 
phone and not through the use of 
an auction system on any securi- 
ties exchange. Most bond trading 
is done in the over-the-counter 
market. 


For a municipal bond issuer, the 
debt of other issuers payable in 
whole or in part by taxpayers ol 
the subject issuer. 

The inventory of securities a firm 
or trader holds at the end ef the 
trading day 

A ptartice in violation af NASI) 
rales an owhich a broker/dealer 


Overvalued. 


Paper. 


Par Value. 


Parity Bonds. 


Parking. 


Partial Delivery. 


Through Security. 
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overpays a customer for a security 
to enable the customer te subscribe 
to another security offered at a 
higher markup than the loss to be 
sustaimed when the buying firm 
sells the customer's first security at 
prevailing market prices. 


A security whose market price is 
higher than it should be, in the 
opinion of security analysts study- 
ing such fundamental factors as 
revenue strength and yields on 
similar securities. 


Relatively short-term debt securi- 
ties. 


The principal amount of a bond 
that must be paid at maturity. 


Two or more issues having the 
same priority of claim or len 
against pledged revenues. 


(1) Placing assets in a safe invest 
ment temporarily. (2) Selling in- 
ventory to a customer with an in- 
formal understanding that the 
customer will resell back to the 
firm iater at a previously agreed- 
upon price. 


A delivery of fewer securities than 
the amount contracted for in the 
sales transaction. 


A debt security representing an 
interest in a pool of mortgages that 
require monthly payments consist 
ing of partial payments of princi- 
pal and interest on unpaid princi- 
pal These payments are passed 
through from debtor to investor 
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Paying Agent. 


Pay-as-You-Go-Basis. 


Pay-as-You-Use-Basis. 


Payment Date. 


Pegging, 


Penalty Syndicate Bid. 


Per Capita Debt. 


Perpetual Bond. 


Philadelphia Plan. 


Placeinent Ratio. 


Ghassary 


Representative designated lo pay 
principal and interest for the is- 
suer. 

A policy of a municipality to pay 
for capital expenditures from cur- 
rent revenues instead of borrow- 
ing. 

A policy of a mumicipality to bor- 
row to finance capital outlays, a 
practice that allocates cost over 
time. 


The day on which interest or prin- 
cipal is due. 

Keeping the offered price of a secu- 
rity at a certain level by means of a 
bid at or slightly below the price, 
Pegging is legal only during an un- 
derwriting. 

Restrictive financial measures writ- 
ten into agreements among under- 
writers to discourage resale of se- 
curities requiring stabilization. 

A municipality’s outstanding debt 
divided by its population. 

A bond with no maturity date. Very 
rare in the U.S. The British Consuls 
have no final maturity date. 


The issuance of equipment trust 
certificates ta finance transporla- 
tion equipment such as airplanes 
or railroad cars. Title to the leased 
equipment remains with a trustee 
until all outstanding serial maturi- 
ties of the issue are retired, and il 
then passes to the issuer. 

The percentage of bonds frac new 


issues sold ta iivesters during the 
week the securities came to market 


Glossary 


Pledged Reventes, 


Point. 


Polling the Account. 


Pollution Contral Bonds. 


Pool, 


Pool Tisnrance. 


Porifotio. 


Position. 


Bot 
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Money promised to be put aside 
for the payment of debt service 
and other deposits required by a 
bond indenture 


A shorthand reference for 1 per- 
centage point. In the bond markct, 
a point equals $10 per $1,000 bond. 
Prices are expressed as a percent of 
par. 


Canvassing the syndicate members 
ofan underwriting syndicale to de- 
termine what lo do with unsold 
bonds 

Debt securities issued by states or 
authorities to finance construction 
of air or water pollution contre! fa- 
cilities. The bonds are backed by 
the credit of the beneficiary of the 
financing, rather than by the credit 
of the issuer. New issues of such. 
bonds are prohibited under the 
1986 ‘lax Reform Act. 

A package of mortgages combined 
into a single security. 

Guarantees that payments of inter- 
est and principal of mortgages con 
tained ina mortgage pool will be 
paid. 

The set of bonds, stocks, and other 
securities held by an investor or 
mutual fund. 

(1) The status of securities in an in- 
vestment account—long or short; 
(2) Lo buy a block of securities. 
The portion of securities in a new 
offering that is sel aside for discre- 
Hionary sale to institutional ing 
vestors by the managers of the 
gronp. When “the pot is elon,” 


Preliminary Official Statement 
(POS). 


Premium. 


Premium Bond. 
Premium Call. 


Prepayment Provision. 


Presale Order, 


Present Value. 


Presold Issue. 


Glossary 


this portion of the issue has been 
completely sold. 

Also known as the preliminary 
prospectus or “red herring.” An 
early version of an offering state- 
ment, it contains information about 
the issuer, but it does not contain 
final pricing, yield, or maturity in- 
formation. Orders for securities 
may not be accepted on the basis of 
this document, and a statement to 
that effect is printed vertically in 
red on the front page of prelim 
nary prospectuses. Hence their 
nickname, “red herring.” 

The amount by which the price of, 
or offering for, a security exceeds 
its par value. 


A bond whose price is above par. 
A provision in a bond indenture 
that permits an issuer to call secu- 
rities at a price above par. 

A specification stating that repay- 
ment of principal may be made by 
an issuer prior to maturity and on 
what terms. 

An order to purchase bonds, given 
toa manager of a syndicate prepar- 
ing to bid on municipal bonds to 
be sold competitively, 

The value today of a future pay: 
ment, or stream of payments, al an 
assumed interest rate. A method 
used to calculate how much money 
should be invested now to produc: 
a certain sum in the future, and to 
compute bond prices from a yield 
An issue of securities sold oul 
prior to the annotncement of price 


eect Sgaamenntte — eens. atin: ana 


Glossary 


Price. 


Primary Market. 


Prime Rate. 


Principal. 


Principal Trade. 


Prior Issue. 


Prior Liew Bond. 


Private Placenwut. 
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and interest rate. The practice is i]- 
legal with registered corporate se- 
curities but not with municipal or 
US. Treasury issues. 


Value or cost of a bond, generally 
stated as a percent of par value or 
in terms of annual yield. 


The market for new issues of securi- 
ties. Once outstanding, these s 
ties trade in the secondary market. 


uri 


The interest rate that commercial 
banks charge on corporate loans to 
their most creditworthy customers; 
the lowest rate banks charge on 
such loans. 


The par value or face value of a 
bond which the issuer promised to 
repay at maturity. 


A transaction in which a dealer 
purchases and owns a security or 
sells from his or her own security 
inventory. 


(1) Term applied to an outstanding 
bond issue when it is to be refi- 
nanced with a refunding. (2) Bond 
issues that possess a first, or senior, 
lien on pledged revenues. 


A bond that takes precedence over 
all other bonds of an issuer because 
it holds a higher-priority claim. 
Such bonds are usually issued as a 
result of reorganizations arising 
from bankruptcy proceedings. 


The sale of a new issue of securities 
dircetly lo an investor or small 
group of investors without any 
public offering, 
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Proceeds. 


Prospectus. 


Protective Covenants, 


Provisional Rating. 


Prudent-Man Rule. 


Public Housing Authority Bonds. 


Public Offering. 


Glossary 


The money received by a bond is- 
suer upon the delivery of bonds at 
a closing. 


A document containing most of the 
information included in the regis- 
tration statement used by under- 
writers to solicit orders to buy. 


Bond agreements that impose obli- 
gations on the issuer, guarcing 
bondholders by requiring segrega- 
tion of funds, adequate debt ser- 
vice coverage, etc. 


An estimate of credit quality of an 
issuer by a rating agency. Provi- 
sional upon receipt by the agency 
of additional information. 


A standard of conduct to guide 
fiduciaries responsible for invest- 
ing money for others. The rule 
holds that a fiduciary should in- 
vest as a prudent man or woman 
would, with care and intelligence, 
seeking to preserve capital and 
avoid speculation. 


Tax-exempt bonds, guaranteed by 
the federal government, issued by 
local housing authorities to finance 
public housing. There have been 
no new issues of these bonds since 


1974. 


Sale of securities to a large number 
of investors. Corporate securities 
are registered with the Securitios 
and Pxchange Commission, and 
municipal securities almost always 
file official Statements wilh the 
Municipal Securities Rulemakings 
Board 


Glossary 


Public Securities Association. 


Put Bond. 


Qualified Legal Opinion. 


Range. 


Rate Covenant. 


Rate of Return. 
Rating. 


Rating Agencies, 


Realized Yield, 


Receiver’s Certificates. 
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The national trade association for 
securities firms underwriting, trad 
ing, and dealing in U.S. ‘Ircasury, 
federal agency, municipal, mort. 
gage, corporate and money market 
issues. 

A bond that a holder may redeem 
at his option or upon the oceur- 
rence of certain circumstances. 
Conditional affirmation of the le- 
gality of an issue of securities, 

A set of prices consisting of the 
opening sale, high sale, low sale, 
and latest sale of the day for a 
given security. 


A pledge in financing Proceodings 
requiring the charging of rates or 
fees for the aser of specified facili- 
ties at least sufficient to attain a 
stated minimum coverage 


Current yield, or yield to maturity. 


A credit quality evaluation made 
by independent agencies 
Corporations that issue credit eval- 
uations. The four leading agencies 
are: Moody’s Investors Service; 
Standard & Poor's Corporation; 
Fitch Investor’s Service, LP; and 
Duff & Phelps Credit Rating Co. 


Return on bonds based on pur- 
chase price and reinvestment of 
coupon payments at a stated rein- 
vestment rale. 


Short-term debt issued by a re- 
ceiver for a bankrupt corporation 
to supply working capital curing, 
the recviver’s inquiry, Those oblip- 
ations lake precedence over the 
ebrims of all other creditors. 
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Reciprocal munity Doctrine. 


Red Herring. 


Redemption. 


Rediscount. 


Refunding. 


Registered Bond. 


Registrar. 


Glossary 


‘The theory that neither the federal 
government nor the states can tax 
income received from securities is- 
sued by the other. The theory, long 
used to defend tax exemption for 
municipal bonds, was specifically 
rejected by the Supreme Court in 
the 1987 case, Soufh Carolina v. 
U.S. Since then, tax exemption for 
municipal bonds is based on fed- 
eral Jaw and can be withdrawn by 
Congress. 


A preliminary official statement or 
preliminary prospectus. 


Retirement of securities by repay- 
ment of their face value or call 
price to their holders. 


Borrowing by a commercial bank 
from a Federal Reserve Bank using 
eligible collateral that came, in 
turn, from the bank’s borrowers. 


Issuance of new debt to raise 
money to redeem either older 
bonds at maturity or outstanding 
bonds issued with less favorable 
terms. The purpose of refunding 
may be to reduce interest cost, ex- 
tend the maturity of debt, elimi- 
nate existing restrictive covenants, 
or other contractual changes. 


A bond whose owner’s name 
is printed on the certificate and 
recorded on the books of the is. 
suer. Legal title may be transferred 
only when the bond is endorsed by 
the registered owner. 

The party responsible for main- 
tainiag records of behalf of a bond 


issuer, 


Glossary 


Registration Statement. 


Regular Way Trade. 


Regulation G. 


Regulation T, 


Regufation U. 


Regulation W, 


Reyidation X. 


A document required by the Secu 
rities and Exchange Commnusaon 
by an issuer of securitios betore a 
public offering may be male. ‘The 
Securities Act of 1933 requires that 
the document contain all material 
facts and accurate information. ‘The 
SEC examines the statement tor 
20-day period, seeking omissions 
or misrepresentations. If none is 
found, the statement becumes ef- 
fective, and the securities may be 
offered for sale, 


A bond transaction where delivery 
and payment are made on the 
third business day after the trade 
date, except U.S. Treasury securi- 
ties, which settle on the next busi- 
ness day. 


A Federal Reserve rule requiring 
any person, other than a bank or 
broker/dealer, who extends credit 
secured by securities to register 
and be subject to Federal Reserve 
jurisdiction. 


Federal Reserve guidelines cover- 
ing use and supervision of credit at 
broker/dealer firms. The regula- 
tion sets margin requirements. 


Federal Reserve rules governing the 
extension of credit by banks when 
securities are used as collateral. 


Federal Reserve rules governing 
installment loans. 


Federal Reserve rules that place 
equal burdens of responsibility for 
compliance with Regulations G, T, 
and U on the borrower and an the 
jender. 
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Reinvestinent Risk. 


Remarketing. 


Reoffering. 


Reopening. 


Repurchase Agreement (Repo). 


Glossery 


The exposure of a bondholder 
when investing coupon payments 


A formal reunderwriting of a bond 
for which the form or structure is 
being changed. Most commonly 
used in connection with changing 
variable-rate to fixed-rate financ- 
ings, typically because the con- 
struction phase of a project has 
been completed, because rates are 
ata level the issuer feels comfort- 
able with, or because of indenture 
requirements 


Tho yield or price seale at which a 
new issue of bonds is offered for 
sale. 


The offering by the Treasury of ad- 
ditional securities in an issue that 
has already been offered and sold 

The new securities carry the same 
terms as the outstanding ones, but 
they are offered for sale at yields 
prevailing in the Treasury market. 


() A Federal Open Market Com- 
mittee atrangement with a dealer 
in which it contracts to sell a Trea- 
sury or federal agency security ata 
fixed price, with provision for ils 
repurchase at the same price al a 
rate of interest determined com 
petitively. These arrangements are 
used by Treasury and municipal 
securities dealers to reduce the 
cost of carrying, inventories of se 
curities. (2) A method of financing, 
inventories of securities through 
sale fo nonbank institution wilh 


an agreement to buy back the post 


tien. 


Clossary 


Reserve, 


Reserve City Bank. 


Reserve Requirement. 


Retail, 


Retention. 


Relirement of Debt Securities. 


Revenue Anticipation Notes 
(RANS). 


Revenue Bonds. 


Reverse Repurchas 
(Reverse Repo). 


Agreement 
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An account, described in a bond 
indenture, restricted for a specific 
Purpose and not available for gen- 
eral appropriation and spending, 
A commercial bank with demand 
deposits over $400 million and its 
main office in a city where a Fed- 
eral Reserve Bank or Federal Re- 
serve Bank branch is located. 
Federal Reserve stipulation that 
commercial banks set aside a per- 
centage of their deposits in the form 
of cash and other liquid assets in re- 
serves at the Fed. 

Individual investors, as opposed to 
institutional investors. 

The portion of an underwriting 
firm's allocation of securities from 
a new issue that it may sell to its 
customers. The remainder of its al- 
location is held for group sales to 
institutional investors and for sale 
to underwriting firms, not mem- 
bers of the offering group 
Repayment of principal and ac- 
crued-interest-due bondholders. 
Short-term municipal debt instru- 
ments usually offered on a dis- 
count basis, with future nontax 
revenues pledged to repay the se- 
curities at maturity, 

Municipal bonds whose principal 
and interest are payable from in- 
come generated by publicly owned 
enterprises such as toll roads or 
airports. 
(1) A Federal Open Market Com- 
mittee transaction synonymous 
wilh matched sale/purchase ayree 
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Risk Arbitrage. 


Round Lot. 


Rules of Fair Practice. 


Run. 


Running Through the Pot. 


Savings Bond. 


Glossary 


ment. (2) A transaction in which a 
broker/dealer provides funds to 
customers by purchasing securities 
from them with a contract to sell 
them back at the same price plus 
interest. 


A purchase and short sale of po- 
tentially equal securities at prices 
that may yield a profit. See Bona 
Fide Arbitrage. 


A unit of trading or a multiple 
thereof, Increasingly, $100,000 is 
considered the measure of round 
lots of bonds 


A set of regulations of the National 
Association of Securities Dealers 
governing the conduct of members. 


(1) In a new-issue sale of serial 
bonds, the amount of bonds re- 
maining unsold in cach maturity. 
(2) A market maker’s list of bond 
offerings with par values and 
prices. 


In a new-issue offering of bonds, a 
syndicate manager may take back 
securities from syndicate members 
and put them in the “pat” for sale 
to institutions. This is done if sales 
to institutional investors are going 
better than sales te individual in- 
vestors. 


A bond especially designed for in- 
dividual investors and issued by 
the U.S, Government in face values 
ranging, from $50 to $10,000. Inter 
est is exempt from state and local 
income taxes. Sev Series [eh Bonds 
and Series HILL Bonds, 


Clossary 


Seale, 


Seasoned Issue. 


Secondary Market, 


Secured Obligation. 


Securities Act of 1933, 


Securities and Exchange 
Commission (SEC), 


Securities Industry Association 
(SHA). 

Securities Industry Automation 
Corporation (SIAC), 


Securities Lrecstor Protection 
Corporation (SIPC), 
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The coupon rates, offering prices, 
and yields for cach maturity of a 
serial bond. 


An issue of securities that, once 
distributed, trades actively and has 
great liquidity. 

The market for trading securities 


other than new issues. 


Debt whose repayment of princi- 
pal and interest is backed by a 
pledge of physical assets. 

Federal legislation designed to 
protect the public in the issuance 
and distribution of securities by re- 
quiring full disclosure of accurate 
information about an issue. 

A federal agency created by the Se- 
curities Exchange Act of 1934 to 
administer the Securities Act of 
1933, consisting of five commis- 
sioners appointed by the President 
on a rotating basis for five-year 
terms. The chairperson is desig- 
nated by the President and no more 
than three commissioners may be 
of the same political party. 


A national trade group of corpo- 
tate securities dealers and traders. 

A company owned two-thirds by 
the New York Stock Exchange and 
one-third by the American Stock 
Exchange lo assist in the settlement 


of securities trades done on the ex- 
changes. 


A government-sponsored, private, 
nonprofit corporation formed un- 
der the Sceurities Investors Protec- 
tion Act of 1970 to guarantee re- 
Pevnent of aioney and securities 
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Security. 


Security Districts. 


Selling Group. 


Senior Lien Bonds, 
Serial Bonds. 


Series EE Bonds. 


Series HH Bonds. 


Settlement Date. 


Short Position. 


Glossary 


up to $500,000 per customer in 
the event of a broker/dealer bank- 
ruptcy. 

An instrument that signifies own- 
ership (stock), rights to ownership 
(options), or evidence of debt 
(notes or bonds). 


Thirteen administrative districts of 
the National Association of Securi- 
ties Dealers. 


Dealers who have been asked io 
join a syndicate offering new is- 
sues of securities but who are not 
liable for any unsold syndicate bal- 
ance. Selling group firms do not 
share in the profits of the overall 
syndicate 

Bonds having a prior claim or a 
first claim on pledged revenues, 

A bond issue with stated maturi- 
ties spread over consecutive years. 
Nontransferable US. Government 
savings bonds issued at discounts 
with face amounts ranging from 
$50 to $10,000. 

Nontransferable U.S. Government 
savings bonds that pay interest 
semiannually. Since 1982, Series 
HH bonds have been available 
only in exchange for Series EE 
bonds. 

The date, usually three business 
days after the trade date, on which 
payment is made and bonds are 
delivered. 

An inventory position that roflecis 
the sale of bonds not owned at the 
time of the sale, 


Glossary 


Short Sale. 


Short-Term Debt, 


Simple Interest. 


Simul taneous (Riskless) 
Transaction. 


Sinking Fund. 


SLGS. 
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The sale of securities not owned by 
the seller at the time of the transac- 
tion, a maneuver necessitating the 
purchase of the securities some 
time in the future to “cover” the 
trade. A short sale is usually made 
with the expectation that securities 
prices will decline. 


Debt with a maturity under one 
year. 


Interest calculated only on the 
original principal. 


An exchange in which a dealer 
takes a position in a security only 
after receipt of an order from a cus- 
tomer and only for the purpose of 
acting as principal in order to dig- 
guise any remuneration from the 
sale. 


(1) An annual reserve required to 
be set aside from current revenues 
to provide for the retirement of an 
outstanding bond issue. (2) A sepa- 
rate account used to redeem secu- 
rities by open-markct purchase, by 
request for tenders, or by calling, 
in accordance with the redemption 
schedule in the bond indenture. 
The term derives from the concept 
of “floating” a bond issue; accumu- 
lated funds “sink” bonds after they 
are outstanding, 


State and Loca! Government Series 
of U.S. Government securities sold 
by the Treasury to municipalities 
which use them to comply with ar- 
bitrage restrictions, Referred to as 
shoo 
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Soft Market. 


Special Assessment Bond. 


Special Bond Account. 


Special Districts. 


Special Lien Bonds. 


Special Obligation Bonds. 


Special Tax Bond. 


Split Offering. 


Split Rating. 


Spread. 


Stagflation. 


Glessary 


A market for securities with low 
demand. 


A municipal bond payable from 
special taxes or charges imposed 
on properties that have benefited 
from public improvements. 


An account in which a customer 
may favorably finance the pur- 
chase of exempted securities or 
nonconvertible bonds traded on 
stock exchanges. 
A single purpose or local taxing 
district organized for a special pur- 
pose such as a road, sewer, irriga- 
tion, or fire district. 

Bonds that carry liens against par- 
ticular property. 

Bonds secured by a specific source 
of revenues, 

A municipal bond whose payment 
of interest and/or principal is con- 
tingent upon collection of a distinct 
levy, such as a liquor tax. 

i) A sale of securities consisting 
partly of new securities and partly 
of already outstanding securities. 
Q) A municipal bond offering 
partly of serial bonds and partly of 
term bonds. 

A case where an issuer has been 
given different ratings by different 
rating agencies. 

(1) The difference between bid and 
asked prices. (2) Gross profil in an 
underwriting, 

A combination of sluggish eco: 
nome growth, high unemploy 


Glossary 


Standard & Poor's Corp. (SGP). 


Stickering. 


Stop-Out Price. 


Straight Serial Bonds. 


“Street” Name, 


Strip Call. 
Subordinated Debt. 


Suitability. 


Super Sinker. 
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ment, and high inflation. The term 
was widely used in the late 1970s. 


A well-known rating agency, which 
also publishes widely used indexes 
of price moves af common stocks, 
including the SéP 500-stock index, 
and a variety of other financial in- 
formation. 


Changing an official statement of a 
new issue of securities. A seal, or 
“sticker,” is placed on the docu- 
ment to change it and to draw at- 
tention to the changes, 


The lowest dollar price at which 
Treasury bills are sold in an auc- 
tion. 


Bonds maturing in installments, 
with cach annual repayment of 
Principal about equal. 


Registration of securities in the 
name of a dealer or other nominee, 
usually for custodial purposes. 


Redemption of serial bonds by call- 
ing a portion of each maturity. 


Debt junior in claim on assets to 
other debt. 


Appropriateness of a security or 
investment strategy for an’ in- 
vestor, taking into account the in- 
vestor’s means, objectives, and 
knowledge. 

A maturity of term bonds, usually 
in single-family mortgage bond 
issues, that will be called before 
any other term maturity. Funds to 
pay off the called bends come from 


prepayments on the underlying 
mortgages. 


236 


Swap. 


Syndicate. 


Take Delivery. 


Take-or-Pay Contracts. 


Take a Position. 
Takedown. 


Tax Anticipation Notes (TANs). 


Tax and Revenue Anticipation 
Notes (TRANS). 


Glossary 


Exchange of one security for an- 
other, usually to carry out some 
change in investment objective. 
Swaps are often, but not always 
done for tax purposes. 

A short-term partners 
ment banking firms formed to un- 
derwrite an offering of securities. 


ip of invest- 


Accepting receipt of securities cer- 
fificates after they have been pur- 
chased and transferred between 
accounts. 
Agreements that guarantee pay- 
ments backing new project finane- 
ing, used most notably by the 
Washington Public Power Supply 
System. The covenants obligate 
power distributors to pay power 
producers regardless of whether or 
not the latter actually generate 
electricity. 
Ty hold bonds. 
(1) Ina municipal bond underwrit- 
ing, the reduction in price that syn- 
Gicate members pay when they 
buy bonds from the group for sale 
to investors, The discount from list 
price for an account member. (2) In 
other bond underwriting, the face 
value of securities that a syndicate 
member agrees to sell. 
Short-term state or municipal debt 
sold on a discount basis and repaid 
from forthcoming tax receipts. 
Short-term state or municipal debt, 
usually sold on a discount basis 
and repaid: from taxes or other 
government receipts collected ata 


later date: 


Clossary 


Tax-Exempt Bonds. 


Tax-Exempt Commercial Paper. 


Technical Default. 


Ten Percent Guideline, 


Term Bond. 


Terni Repurchase Agreement, 


thin Market. 
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Obligations issued by states, cities, 
counties, and local governments 
and their authorities and agencies 
that pay interest free from federal 
income taxes and usually state and 
local income taxes in the state of 
issue. 


Short-term promissory notes is- 
sued by states or local govern- 
ments or their agencies for periods 
up to 270 days instead of bond an- 
Ucipation notes, revenue anticipa- 
tion notes, or tax anticipation notes. 
Issuers sell paper instead of BANs, 
RANs, or TANs because matur- 
ity dates are more flexible. Now 
mostly replaced by a variable rate 
demand obligation (VRDO) or a 
VRDO/commercial paper hybrid. 


A failure to meet bond indenture 
terms, other than payment of prin- 
cipal and interest. An example of 
technical default is failure to main- 
tain required reserves. 


A formula used in municipal bond 
analysis comparing total bonded 
debt to real estate market vatue. 
Debt in excess of 10% of real estate 
market value is considered ex- 
cessive. 


A large municipal bond issue with 
all the bonds maturing on the same 
date, usually with a mandatory 
sinking fund, 


A repurchase agreement or “repo” 
with a life extending beyond the 
dormal overnight arrangement. 


A condition in the secondary mar- 
Ket wilh inactive trading, and wile 
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Thirty-Day Visible Supply. 


Tight Market. 


Tombstone. 


Total Bonded Debt. 


Total Return. 


Trade Date. 


Trader. 


Treasury Bill. 


Glossary 


spreads between bid and asked 
prices. 
The volume of municipal bonds 
scheduled for sale over the next 30 
days as calculated daily by The 
Bond Buyer, a financial newspaper 
serving the state and local govern- 
ment securities market. 
‘A condition in the secondary mar- 
ket with active trading and narrow 
spreads between bid and asked 
prices. 
A newspaper advertisement dis- 
playing the most significant terms 
of a securities offering and the 
names of the underwriting firms 
ranked according to their partici- 
pation in the deal. 
Amount of debt outstanding for a 
state or municipality regardless of 
purpose. 
The stm of current interest in- 
come, capital gains (or minus capi- 
tal losses), and reinvestment in- 
come from coupon reinvestment 
earned on an investment over a 
specified period of time. 
The date when a bond iransaction 
is made. 
A person or firm engaged in the 
business of buying and selling se- 
curities for a profit. Traders usu- 
ally hold securities only for a 
short period of time, unlike in- 
vestors who hold securities for 
longer periods 
Short-term U.S. Government oblig 
ations sold in weekly auctions in 
book-entry form anty and ona dis: 


Treasury Bond, 


Treasury Note. 


True Interest Cost (TIC), 


rust Agreement, 
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count basis to be paid at face value 
at maturity. Minimum denomina- 
tion is $16,000, with multiples of 
$1,000 over the minimum. 


Long-term U.S. Government debt 
securities. Since April 1986, new is- 
sues of Treasury bonds have been 
noncallable with a maturity of 20 
or 3 years, available in book-entry 
form only, with a minimum de- 
nomination of $1,000. 


Intermediate-maturity US. Gov- 
ernment debt securities, coming 
due in not less than two years nor 
more than 10 years at time of isstre. 
They are sold in book-entry form 
only. Notes with two or three years 
to maturity at time of issue are scld 
in minimum denominations of 
$5,000 while other notes are sold in 
minimum denominations of $1,000; 
all are available in multiples of 
$1000 over the minimum amount. 


A method of computing the bor- 
rowing cost of a new issue of mu- 
nicipal bonds that takes into ac- 
count the time value of money as 
well as the interest paid and pre- 
mium or discount paid at issuance. 
It is the nominal annual rate, com- 
pounded semiannually, which dis- 
counts the future flow of payments 
to the price paid for the issue. 

Agreement between a band issuer 
and a trustee (1) authorizing and 
securing the bonds; (2) contaming 
the issuer's covenants and obliga- 
tions with respeet to the project 
and payment of debt service; (3) 
speciiving the events of default; 


240 


Trustee. 


Twenty-Five Percent Cushion Rule. 


Twenty-Five Percent Rule. 


Underlying Debt. 


Underwriter. 


Underwriting Agreement. 


Underwriting Compensation 
(Spread). 


Undivided Account. 


Glossary 


and (4) outlining the trustee’s fidu- 
ciary responsibilities and bond- 
holders’ rights. 
A firm, usually a bank designated 
to act ina fiduciary capacity for the 
benefit of bondholders in enforcing 
the terms of the bond contract. 
In the analysis of municipal rev- 
enue bonds, a rule of thumb that 
revenue from a facility financed by 
ponds should exceed cost of opera- 
tion, maintenance, and debt service 
by 25%. 
Im municipal bond analysis, a rule 
of thamb that an issuer’s bonded 
debt should not exceed 25% of its 
annual budget. 
The debt of smaller local govern- 
ment units within a larger juris- 
diction. 
A middleman between securities 
issuers and investors. 
A contract between an underwriter 
or syndicate of underwriters and 
an issuer of securities, The contract 
contains final terms and price of 
the securities, and it is signed 
shortly before the effective date of 
the offering. 
The gross profit realized by the un- 
derwriters, equal to the difference 
between the price paid to the is 
suer and the initial offering, price 
charged investors. 


An arrangement in underwriting 
agreements for sharing liabilily. In 
such @ structure, cach member of 
the syndicate is liable tor any ane 
sold portion of an issue. The degree 


eT 


Glossary 


Unexpended Proceeds Call. 


Unit Investment Trust. 


Unlimited Tax Bonds. 
Unqualified Legal Opinion. 


Upgrade. 


Variable-Rate Demand Obligation 


(VRDO). 


Visible Supply. 
Warrant. 


al 
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of liability is based on each mem- 
ber's percentage of participation. 
An extraordinary redemption of 
municipal bonds, most frequently 
used with single-family mortgage 
bonds, 1f demand for mortgages is 
not sufficient to utilize all the pro- 
ceeds of a housing bond issue 
within a stated amount of time, 
bonds are called with the unused 
funds. In other cases, funds not ex- 
pended on the project financed by 
the bonds may be used to redeem 
bonds, at par. 
A fixed portfolio of bonds, sold in 
fractional, undivided interest, usu- 
ally $1,000. 
A bond secured by the pledge of 
taxes not limited by rate or amount. 
An unconditional affirmation of a 
security's legality, 
An improved credit evaluation by 
a tating agency. 
A bond which bears interest at a 
changeable or floating rate estab- 
lished at specified intervals, eg., 
daily, weekly, or monthly, and 
which contains a put option en- 
abling the holder to tender the 
bond for purchase on the date a 
new interest rate is set. Usually a 
VRDO also has a credit backup, 
such as a letter of credit, to guaran- 
tee the put feature. 
See Thitty-day Visible Supply. 
A certificate giving its holder the 
right to purchase a band al a spe- 
cific price for a certain period of 
lime. 
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Wheu Issued (WD). 


Yankee Bond. 


Yield. 


Yield to Average Life. 


Yield to Call. 


Yield Curve. 


Clossary 


An offering or trade of bonds 
when, as, and if issued with date of 
delivery set some time in the fu- 
ture. If the bonds are not issued, 
the trade is cancelled. 


A dollar-denominated bond issued 
by a foreign government or corpo- 
ration and registered for sale in the 
Us. 

Rate of return. The annwal return 
on an investment expressed as a 
percentage. In the U.S., this is a 
nominal annual rate compounded 
semiannually for bonds. 


The rate of return on a bond issue 
when its average life is substituted 
for the maturity date of the issue. 


The rate of return on a bond issue 
calculated using the call date in- 
stead of the maturity date and the 
call price instead of face value 


A graph depicting interest rates on 
securities of similar credit charac- 
teristics plotted by maturity. A pos- 
itive yield cure shows ascending 
yields, ie, yields are higher on 
longer maturities than they are on 
shorter maturities. Yield curves 
normally are positive because in- 
vestors demand higher rates of re- 
tur in compensation for giving up 
use of their money for longer peri- 
ods of time. A negative yield curve 
shows descending yields, ie,, yields 
are lower on longer maturities [han 
they are on shorter maturities. A 
flat yient core results when short 
term and fong tern: bonds lo nol 


differ yreatly 


Glossary 


Yield to Maturity. 


Zero Coupon Bonds. 
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Rate of return on a bond issue, tak- 
ing into account its coupon, time to 
maturity, and dollar price. It is 
based on the assumption that all 
interest received over the life of the 
issue is reinvested at the coupon 
rate of interest. 

A debt security that is issued at a 
dcep discount and that pays no an- 


nual interest, only payment of full 
amount at maturity. 


11-Bond index, 142 
20-Bond index, 142 
30-day Visible Supply, 142 
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Acceptance ratio, 142 

Accrued interest, 108, 155 

Advance refunding, 170 

Aftermarket, 126, 127 

Agent, 100, 140, 148 

Agreement among underwriters, 
109, 125 

Agreement between underwriters 
and the corporation, 128 

All-or-none (AON), 121, 123, 145, 
las 

Alternative mininnum tax, 83, 87 
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Alternative yield, 77 
AMBAG, 89 

Anti-fraud provisions, 150 
Arbitrage, 136 

Asset allocation models, 160 
At-the-money, 79 

Auction market, 140 
Average life, 165 

Award, 107,111 
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Bank joans, 118 

Bank regulation, 35, 36 
Bank reserve changes, 34 
Bank supervision, 35, 36 


Bankers acceptances (BAS), 21, 
25, 


246 


Barbell portfolio, 161, 165, 166 

Basis point, 46 

Bearer form, 51, 153 

Best efforts commitment, 123 

Bid, 40 

Bid-wanted (BW), 108, 147 

Bills, 3 

Bloomberg, 143 

Blue-skying the issue, 124 

Bond, 2 

Bond anticipation notes (BANs), 
23 

Bond Buyer Worksheets, 101 

Bond counsel, 89 

Bond equivalent yield (bills), 40 

Bond futures—other, 76 

Bond insurance, 112, 135 

Bond issuance cycle T-bond, 51 

Bond swapping, 157 

Bond yield, 40 

Book entry form, 51, 153 

Book entry system, 43 

Broker, 150 

Broker’s broker, 108, 147 

Broker-dealer, 140 

Brokers, 100 

Bullet portfolio, 161, 165, 166 

Business cycle, 10 

Buyer's option delivery trade, 152 


c 


Call feature, 4, 74, 77; T-bond 51 
Call loan, 21, 25 

Call premium, 4; mortgages 62 
Calll price, 4 

Call protection, 4, 89 

Canadian interest cost (CIC), 107 
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Capital event, 171 

Capital market, 20 

Cash management bill, 43 

Cash settlement trade, 152 

Cash-secured put write, 78 

CATs, 54 

Certificates, 155 

Certificates of deposit (CDs), 20, 
23 

Certificates of participation 
(COPs), 88 

Change—quotations, 138 

Cheapest to deliver, 75 

Chicago Board of Trade (CBT), 
74; T-bond contract, 75 

Circle, 124 

Clip coupons, 154 

Closed-end bond, 128 

Closing outa position, 74 

CMO, 65, 73 

Collateral, 5 

Collateralized mortgage 
obligations (CMOs), 64, 69 

Commercial banks—publie 
finance advisory work, 104 

Commercial paper, 20, 23 

Commission (broker's broker), 
109 

Companion bonds, 71 

Compared, 153 

i bic (bills), 43 

Competitive bid (notes), 43 

bid, 100, 101 

ve syndicates, 99 

Competitive underwriting, 105 

Compound interest, 11 

Concession, 101, 112 

Confirmed, 153 

Constant prepayment raig model, 
68 
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Convergence, 75 
Conversion factors, 75 
Conversion parity, 136 
Conversion price, 135, 136 
Convertible bond, 135 
Cooling-off period, 120 
Corporate bond pricing, 132 
Corporate bend trades, reporting, 
137 
Corporate bond trading, 157 
Corporate bones, 20, 117 
Corporate borrowing, 117 
Corporate capital raising, 117 
Corporate debt, 19 
Corporation control dilution, 117 
Coupon, 11 
Coupon yield, 5 
Covered call, 78 
Credit enhancement, 135 
Credit quality, 54 
Creditors, general, 129 
Creditworthiness, corporate, 132 
Current yield - quotations, 137, 
138, 
Current yield, 5 
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Dealer banks, 85, 150 

Dealers, 100, 159 

Debeniure, 129 

Deed of trust, 3 

Defensive investor, 160, 161 

Deficiency letter, 120 

Deita, 79 

Depository, 153 

Depository Trust Company 
(DEC), 108, 1H 
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Designated orders, 100 

Discount, 6, 138 

Discount rate, 32 

Discount rate changes, 34 

Diversification, 157, 158, 159, 164, 
166, 168 

Dollar price quatation, 145 

Don’t know (DK) notice, 153 

Double-bartelled issues, 87 

Dow-Jones, 143 

Due-diligence meeting, 124 

Duff & Phelps, 132 


Enterprising investor, 160 

Equipment trust certificate, 129, 
130 

Equity dilution, 117 

Eurobond market, 19 

Event isk, 167 

Exchange trading, 139 

Exempt securities, 118 

Ex-legals, 154 

Expectations hypothesis, 15 


Face amount, 3 

Fair practice rule for municipals, 
151 

Farm Credit Financial Assistance 
Corporation, 58, 59 

Federal ageney debt, 19, 20 

Federal agency notes, 20 

Federal agency securities, 57, 60, 
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Federal Farm Credit Bank 
System, 58 
Federal Fund futures, 76 
Federal funds (fed funds), 21, 24 
Federal Home Loan Bank, 58, 59 
Federal Home Loan Mortgage 
Corporation (Freddie Mac), 
58, 39, 68, 69 
Federal Housing Administration 
(FHA), 63, 68, 73 
Federal National Mortgage Asso- 
ciation (Fannie Mae, 
FNMA), 58, 59, 68, 69 
Federal Open Market Committee 
(FOMC), 33 
Federal Reserve System (Fed), 27, 
28, 36 
FHA insurance, 68, 69 
Fifty-two week bill, 43 
Fill-or-kill (FOK) order, 148 
Final official statement, 115 
Final price meeting, 107 
Final prospectus, 128 
Final scale, 107 
Financial advisor, 86, 89 
Financial derivatives, 73, 74 
Financial futures, 74 
Financing Corporation (FICO), 
58, 59 
Firm bid, 146 
Firm commitment, 123 
Firm offer, 146 
Fiscal policy, 35 
Fitch Investors Service, 132 
Fixed income market, 19 
Floating supply, 142 
Flow of funds, 10 
Foreign government bonds, 20 
Full faith and credit bonds, 86 
Future contract, 74 
Hulures ouirkets, 7) 
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General obligation (GO} bonds, 
86 

Glass-Steagall Act, 85, 150 

Good delivery, 154 

Good faith check, 107 

Good-till-canceled (GTC) order, 
148 

Government National Mortgage 
Association (GNMA), 58, 
68, 69, 73, 74 

Govemment Sponsored Entities 
(GSEs), 58 

Group account orders, 100 

Group sales, 126 
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Handshake, 111 

Hedge ratio, 79 

Hot issue allocation, 127 

Tot issues, 108, 127 

Housing and Urban 
Development Department 
(HUD), 88 


Ulegals, 154 
Income bend, 131 
Indenture, 1, 135 
Indenture (bund), 3 
Indenture qualification 
statement, 121 
Indications of interest, 12-4 


Indifference curve, 15 


Industrial development bonds, 87 


fiudex 


Indusirial revenue bonds, 87 
Iilation, 10, 159 

Information meeting, 124 
insured paper, 98 

Tnicrest (T-notes), 50 

Interest cost, 107 

Interest on interest, 11 

Interest only (IO) securities, 72 
International market, 19 
in-the-money, 79 

Inventory, 141 

Inverted scale, 88 

Inverted yield curve, 54 
Investing in mortgage-backed 

securities, 72 
Investment bankers, 109, 118, 122 
Investment diversification, 159 
Investment grade, 134 
Investment letters, 122 
Investment objectives, funds and 
trusts, 168 

Investment yield, 77 
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Joint manager, 169 
Jump-2Z bonds, 72 
Junk bond ratings, 134 
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Kansas, 124 
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Ladder portfoliv, 161 
Head manager, 99, 109, 111 
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Legal opinion, 89, 154 

Legal work, 111 

Letter of credit (LOC), 135 

Level payment amorliziny 
mortgage, 62 

Leverage, 77 

Liaison group, 103, 104 

Limit order, 148 

Limited tax bonds, 86 

Liquidity preference hypothesis, 
16 


Long position, 74 
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Maintaining stability of monetary 
system, 32 

Major bracket, 125 

Making markets, 140 
Maloney Act, 149 
Management fee, 111 
Manager, 125 

Markdown, 145, 148 

Market changes, 169 

Market discount, 53 

Market homogeneity, 98 
Market order, 148 

Market risk, 141 

Market risk measurement, 164 
Market stabilization, 126, 127 
Marketing group, 103 
Market-maker, 149 
Market-out clause, 122 
Markup, 145, [48 
Married put, 78 
Matched book operation, 34 
Maturity, 3 
MBIA, 89 
Member tokedown orders, 100 
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Middle-major bracket 
underwriter, 125 
Minimum amount (T-bonds)}, 51 
Minimum amounts (T-nvtes), 50 
Minor-bracket underwriter, 125 
Modified duration, 163 
Monetary policy, 32, 35 
Money market, 20 
Mone arket brokers, 21 
Money market funds, 163 
Money market investments, 21 
Money market participants, 21 
Money market products, 22 
Money-market call, 78 
Moody’s Lnvestors Service, 132 
Moody’s rating, 166 
Mortgage, 2 
Mortgage bonds, 128 
Mortgage escrow fund, 62 
Mortgage points, 62 
Mortgage pool, 63 
Mortgage prepayment nenalty, 
62 
Mortgage refinancing, 67 
Mortgage service firm, 62 
Mottgage-backed securities, 61 
Multiples—T-bond, 31 
Multiples T-notes, 50 
Municipal bond dealers, 85 
Municipal bond futures, 76 
Municipal bond insurance, 89, 98 
Municipal debt, 19, 20 
Municipal Finance Officers 
Association (MFOA), 112 
Municipal Index, 143 
Municipal notes, 20, 22 
Municipal research area, 104 
Municipal securities tax 
exemption, 82, 83 
Municipal securities, 81, 82 
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Municipal securities dealer, 103 

Municipal Securities Rulemaking 
Board (MSRB), 100, 115, 150, 
151 

Munifacts, 105, 141, 143 

Mutilated certificate, 154 

Mutual funds, 161, 167; investing 
in, 168 
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NASD guideline, 149 
NASD membership, 150 
NASDAQ level one, 141 
NASDAGQ level three, 142 
NASDAG level two, M2 
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151, 154 
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Negotiated corporate 
underwriting, 118 
Negotiated market, 140 
Negotiated offering, 100, 101 
Negotiated underwriting, 109 
Net interest cost (NIC), 107 
New Housing Authority bonds, 
88 
New York City, 81, 88, 150, 151 
Next-day settlement trade, 152 
Nominal yield, 5 
Non-compelilive tender, 433, 45 
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Nongovernmental purpose 
bonds, 83 

Non-PAC bands, 71 

Non-sticky jamp-Z bonds, 72 

Norma! scale, 88 

Normal yield curve, 54, 163 

Not rated (NR), 134 

Notes, 3 

Notes (mutnicipal), 87 

Notional amount, 72 


0] 


Offering date, 108 
Offering wanted (OW), 147 
Official Statement (OS), 73, 
112 
One-year bill, 40 
On-the-wire, 146 
Open. market operations, 32, 
33 
Open market purchase, 4 
Open position, 74 
Open-ended agreement, 128 
Operations area, 104 
Option—interest rate, 76 
Option, 76 
Option intrinsic value, 78 
Option purposes, 78 
Option term, 77 
Option theoretical value, 77 
Option time value, 78 
Orange County, CA, 166, 167 
Order period, 107 
Original issue discount, 53 
Out firm, 146 
Outol-the-money, 79 
Over the-counter orders, 148 
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Over-the-counter trade execution a 


141 
Over-the-counter tracing {OTC}, 
139 - 


Par value, 3 
Partial delivery, 158 
Participant, 125 
Participation, 100, 125 
Pass-through securities, 65, 68 
Pass-throughs, 64 
Pay-throughs, 64 
Penalty syndicate bid, 127 
Pension funds—investments, 85 
Placement ratio, 142 
Plain vanilla tranche, 70 
Planned amottization classes 
(PAC), 71 
Portfolio, 157 
Portfolio construction decisions, 
164 
Portfolio improvement swaps, 
V7 
Portfolio management, 157 
Portfolio management, funds and 
trusts, 168 
Portfolio structure, 157, 161 
Pot, 126 
Preliminary price meetings, 105 
Preliminary prospectus, 120, 124 
Premium, 7, 76, 138 
Prepayment model PSA model, 
67 
Prepayment rates, 66, 67 
Prepayment system—plain 
vanilla, 66 
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Prepayment system—sequential 
pay, 66 
Presale orders, LOO 
Price determination, 8 
Price meetings, 105 
Price quotations, 137 
Price volatility, 77 
Prices factors affecting, 10 
Primary market, 85 
Principal, 3, 122 
Principal only (PO) securities, 72 
Principals, 100, 140 
Prior lien bond, 128 
Priority, 100, 107 
Private activity (purpose) bonds, 
83 
Private placement, 122 
Project notes, 23 
Prospectus, 73, 121 
PSA, percentages of, 68 
Public finance group, 104 
Public Housing Authority bonds, 
88 
Public offering, 128 
Public purpose bonds, 83 
Public Securities Association, 67 
Purchase agreement, 128 
Pure book entry, 153 
Put, 77 
Put option, 5, 74 
Putting bonds out for the bid, 108 


Q 


Quotations—corporate bond, 143 
Quotations (T-bill), 40 
Quotations (T-notes), 45 
Quotations, bond, 197 
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Rate of interest, 3 
Rating agencies, 98, 132 
Ratings, 23, 132, 170 
Recall privilege, 146 
Reclamation, right of, 154 
Red herring, 124 
Refinancing, 61 
Refunded, 4 
Refunding, 3 
Registered form, 51, 153 
Registration - addition 
obligations, 123 
Registration statement, 120, 
121 
Regular way trade, 152, 
154 
Regulation - municipal, 151 
Rejection, right of, 154 
Reoffering scale, 105 
Reofiering terms, 112 
Repricing, 111. 
Repurchase agreements (repos), 
21, 24, 34 
Reserve requirements, 35 
Residual securities, 72 
Resolution Trust Company 
(RTC), 
Retail dealers, 
Reuters, 143 
Revenue anticipation notes 
(RANS), 22 
Revenue bonds, 86, 87 
Reverse repurchase agreements, 
25,34 
Rich man’s panic, 27 
Riskless transaction, 148 
RIR Nabisco, 167 
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Sales personnel, 103 
Sealed bid, 107 
Secondary market—municipal, 
142 
Secondary market, 139 
Secondary market insurance, 
98 
Securities Act Amendments of, 
1975 151 
Securities Act of 1933, 118, 
122 
Securities and Exchange 
Commission (SEC), 112 
Securities and Exchange 
Commission registration, 
118, 121 
Security—definition, 118 
Self-regulation, 151 
Seller’s option trade, 152 
Selling concession, 101, 125 
Selling group, appointing, 125 
Senior claim, 128 
Senior debenture, 129 
Senior manager, 99, 107 
Serial bonds, 88 
Serial issue, 130 
Settle, 152 
Settlement options, 152 
Shopping the street, 145 
Short position, 74 
Simple interest, 11 
Sinking fund, 133 
Six-month bill, 40 
Social Security, 159 
Special assessment bonds, 87 
Special tax bonds, 88 
Speculative ratings, (34 
Split offering, 48, 89 
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Split ratings, 134 
Split up among the members, 
100 
Spread, 100, 105, 112, 145 
Standard & Poor’s, 132 
Standby agreement, 123 
Standby underwriting, 123 
Statutory underwriters, 122 
Sticky jump-Z bonds, 72 
Stock exchange, 140 
Strike price, 77 
Student Loan Marketing Associa- 
tion (Sallie Mae), 58, 59 
Subject quote, 147 
Submajor bracket underwriter, 
125 
Subordinated debenture, 129 
Subscription privilege, 123 
Support tranche, 71 
Swapping bonds, 169 
Syndicate, 99 
dicate area, 103 
yndicate bid, 126 
Syndicate formation, 125 
Syndicate letter, 99, 100, 107, 
109 
Syndicate member, 109 


T 


Takedown, 101, 111, 112 

Takedown orders, 100 
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Tax and revenue anticipation 
notes (TRANS), 23 

Tax anticipation notes (TANs), 22 

Tax Relorm Act of 1986, 82, 83 

Tax swaps, 170 
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Taxable equivalent yield, 84 

‘Taxation—United States Treasury 
securities, 55 

f-bill futures, 76 

‘L-bond delivery, 73 

T-bond futures, 74 

Telerate, 143 

Tender, 40 

Tennessee Valley Authority, 58 

Term, 3 

Term bond, 88, 145 

The Blue List, 141,147 

The Bond Buyer, 101, 141, 142 

The Chicago Board of Trade, 143 

Three-month bill, 40 

TIGRs, 53 

Time measure, 164 

T-note futures, 76 

Tombstone ad, 125, 128 

‘Total return, 11, 14 

Traders, 103 

‘Trading flat, 136 

Tranche, 63, 70 

Transcript of proceedings, 89 

Treasury Direct, 36, 44, 45, 51 

Triple exemption, 84 

True interest cost (TIC}, 107 

True yield, 40 

Trust agreement, 1 

Trust Indenture Act of 1939, 121 

Trustee, 69,73 
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Underwriter, 122 
Underwriter’s retention, 126 
Underwriting—corporate, 118 
Underwriting agreement, 128 
Underwriting area, 108 
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Underwriting expenses, 111 

Underwriting fee, 111 

Uniform Practice Code, 150 

Unit investment trusts (UITs), 161, 
167; investing in, 168 

United States Government debt, 
19, 20,37 

United States Savings Bonds, 1, 2 

United States Treasury bills (I- 
bills), 20, 22, 33, 38 

United States Treasury bills 
discount on, 39 

United States Treasury bills price 
calculation, 39 

United States Treasury bonds (T- 
bonds), 38, 54 

United States Treasury notes (T- 
notes}, 38, 45 

United States Treasury STRIPS, 52 

Unlimited tax bonds, 86 
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Very accurate defined maturity 
tranches, 70 

Veterans Administration (VA), 63, 
73; VA insurance, 63, 69 

Volatility, 73, 164 

Volume—quotations, 137 
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Wasting assets, 77 

When, as, and if issued, 43, 107, 
108, 154 

Workout quote, 147 
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Yield, 5 

Yield calculation rule of thumb, 
6 

Yield curve, 18, 14and following, 
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Yield curve analysis, 18 
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Yield to maturity, 6, 8, 12 
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